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PREFACE 


This textbook pro^ndes an introduction to aggregate economics it is 
designed for use in one semester of a one rear or one-<juarter of a pro- 
quarter elementary economics course Another solutne £conom«c Processes 
—The Composttton of Economic Jctnity has been prepared for use m 
the other semester or quarter The order in which the two volumes are 
used IS not crucial each volume is an integrated unit. 

A study of a^regate econonucs involves dealing with some of the 
most newsworthj of today & public issues imcmplorment inflation growth 
rates the public debt the stock market But the beginning student will 
readily find that economics is far from being 5 mply a study of public 
policj issues The focus of the present text is on economic processes —the 
behanor patterns the transactions the finanaal relationships that consti 
tutc the opcraDon of a modem economy Indeed the student who is 
exated about public issues may find the early chapters try lus patience 
they develop the theoretical framework that makes possible erpliat treat 
ment of issues in later chapters 

Any reader of this text who is also familiar with any of the other 
mtroductoiy economics textbooks will be struck by marked diSerences 
between them The unique charactensQcs of this text are the product of 
dissatisfactian with currently available textbooks dunng several years of 
teaching the introductory course at Syracuse Umversity The most impor 
tint ways in wh ch this text is different seem to be these three 

Integration Ths text is a thoroughly integrated one This means 
that the student should begin with Chapter 1 and read in sequence 
through Chapter 20 for the argument of Chapter 2 depends on that of 
Chapter 1 that of Chapter 3 depends on that of Chapter 2 and so on 
Individual chapters are not intended to stand as separate units instead 
they should be regarded as building blocks in an attempt to develop a 
broad understanding of how a complex modem economy works 

This approach has several advantages over the common practice 
of introduang a senes of more or less independent topics Each topic is 
more meaojjiij^ fn the. sfiidraJ-. w.bjaj. •As. *r. *hx vtftnt. veurrunn 

IS comprehended Many of the topics form ng quite independent units m 
other textbooks—business accounting for instance or the soaal security 
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system—become links in the development of an over all picture of the 
functioning of an economic system, and are related usefully to the more 
basic topics such as national income theory The integrated approach 
hence permits a more intensive treatment of income theory, indeed, it 
could be said that income theory is the subject of the entire volume 
Perhaps most important experience with preliminary forms of this text 
indicates that it achieves its central purpose far more students actually 
learn and can intelligently handle concepts such as saving and investment, 
income, budget deficits money, and finanaal intermediation than when 
these concepts are treated in isolation from each other Moreover, they 
learn them not only as they relate to the theory of instability or growth, 
but also as they relate to bow an economy operates on an everyday basis 
This integrated approach has certain by products In order to 
maintain continuity from chapter to chapter, it has been found useful 
here and there to summarize the discussions of earlier chapters To a 
person who sat down and read the entire text in an evening or two some 
sections might seem annoyingly repetitive To the student reading over 
the course of a school semester or quarter, this repetition is vital Second, 
unlike other textbooks this volume is not designed m such a way that 
the instructor may freely alter the order in which the chapters are read 
nor IS he encouraged to omit any of the chapters Third, the student is 
urged to do his reading currently with class lectures and discussions, large 
chunks of this text are probably indigestible when a first reading is 
attempted the day before an examination 

Absence of mathematics Fundamental relationships are not pre 
sented in the forms of equations or graphs The absence of these does not 
imply a belief that they have no useful place in economics but only a 
belief that they are more often a hindrance than an aid in the introductory 
course Moreover, m the manner in which they are ordinarily employed 
(for example in the consumption function) they imply precise relation 
ships where only rough ones exist Finally, they often distract the student, 
the successful student frequently appears to be the one who has mastered 
the construction and interpretation of graphs rather than the one who 
has gained insight into economic processes The instructor who finds them 
useful IS free, of course to supplement the text with algebraic equations 
and/or diagrams in his class presentation 

Considerable use is mad^ on the other hand, of simjile balance 
sheets in showing numerical relationships As is always the case with 
balance sheets the relationships shown are of identity (the two sides are 
equal by definition) rather than of behavior 

Finance The major integrating factor m this text is its primary 
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emphasis on finanaal processes transactions instruments institutions and 
relationships It is often said that modem mdustnal soaeties are s-ulnerable 
to instability because thev arc modem money economies ’ This text is 
about money economies but that expression is not adequately descnp 
tiie of the importance to modem economic soaeties of a mde range of 
finanoal matters Alonev has its place (and an important one too) in 
this text but so do other man made finanaal institutions as well as 
important finanaal processes Indeed riie essence of the study of aggregate 
economics is an examination of the relations among the four major 
<ectors of the economy—the people as householders business gosem 
ment and the rest of die world '\nd these relationships are essentially 
finanaal as that word is used here 

The mnoiations made in this text are pnmafily pedagogical not 
theoretical The content of the text represents for the most part the 
product of the last thirty years progress in Anglo-Amencan aggregate 
economics It is iresitable that some of the matenal covered be contro- 
Tcntal both because some theotctnal manets ate still umesolved among 
economists and because policy questions inevitably involve value judgments 
In areas where no firm consensus exists among economists it has been 
thought best for this text not to be equivocal where there are two or 
more sides, the text most often clearly favors one, while giving space to 
the others So text is or probably should be free of it» authors views on 
unrtsoUed matters For instance, many texts show a direct lint between 
monetary policy and aggregate mcome by means of an impact on invest 
ment of interest rate changes, even though the influence of interest rates 
on investment vs uncertain at best. This text shows frank skeptiasm over 
the importance of mterest rate changes Most economists who hare accepted 
the heart of the “Keynesian” innovations of thirty years ago and the policy 
piescnptions that have since developed from them will find themselves 
generally at home vvith the economic attitudes reflected here though pos¬ 
sibly disagreeing on certain points For whatever novelty in presentation 
is reflected here, this text « an orthodox one with respect to economics 
The authors have profited from the advice and help of many people, 
none of whom may be held responsible, however, for any errors of fact 
or judgment contained in this text. In particular thanks are due to Pro¬ 
fessors Jesse \ Bulkhead Jerry Miner, James Pnee and Sidney C 
Sufnn all of Syracuse Umversity, Professor Joseph S Berliner of Brandeis 
Umrersitv, Professor David Laidicr of the University of California, 
Professor Donald Joseph Reeb of the University of North Carolina, and 
to the late Mr Charles "Winston In addition, speaal tribute is due to 
Mrs. Charlotte Cobb and, espcaally. Mrs Vii^nia Halsey, who typed 
the manusenpt what must have seemed an endless number of times Finally, 
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much IS owed to nearly two thousand guinea pigs—undergraduate students 
at Syracuse University who tested this text by using it over a six year 
period at various stages in the process of its preparation 


MAE 

Syracuse, New York 
January 1965 
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1 

THE STUDY OF ECONOMICS 


All over the world people are working growing making, or moving 
things, helping or entertaining others or planning, directing, or coordinat¬ 
ing the activities of other people All over the world people are seeking 
means to satisfy their human needs and wants acquiring and eating food, 
wearing clothes using material products enjojing shows or trips or 
using tools to make other products And all over the world people face 
the task of making choices regarding these efforts to sustain and improve 
life 

These activities are commonly associated in many minds with the 
expression “economic activity” Vet there is no direct necessary link be 
tween making and using things and economic activity, and the study of 
economics may or may not be interested m such activities 

Economics is not the science of making or growing things, you must 
study horticulture, chemistry, engineering or other similar disciplines for 
that kind of instruction Economics is not the art of organizing people to 
make or do things, the appropriate field of study is administration Prac 
titioners in the making and doing of useful things are trained in schools 
of business, education, home economics, law, medicine, and journalism, in 
technical schools, or on the job, but not in departments of economics 

Yet economists generally do become interested in what is done by 
"dnose so trained Today a man does not ordinarily consume only w'hat he 
himself produces a lawyer by virtue of his practice of law becomes cn 
titled to products produced through the efforts of thousands or millions of 
persons m literally every corner of the globe He must depend on a complex 
and fragile system of economic exchai^cs for hu \ery sustenance It is this 
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system of exchanges a man made soaa! mstitut on that is the object of the 
study of economics 

Economics is a so lal science It becomes concerned svith the pro 
ducing or consuming activities of people and their choice making behavior 
when these activities involve other people that is when there is an ex 
change or trade of some kind If a man living in isolation from other men 
grows corn harvests it and eats it no economic activity is involved If 
he grows the corn sells it and buys something else economic activity is in 
volved 

Economics then may be defined as the study of the activity of trad 
ing and of the informal or organized institutions through which trade 
takes place An economy is the geographical and cultural setting in which 
exchange is earned on Economists are especially interested in the social 
implications—the consequences for an entire economy—of trading activity 


I THE ACTIVITY OF TRADING 

If you ask most people why they work or hold financial instruments 
(stocks bonds savings accounts) they will probably tell you (before much 
thought) that they provide these services in order to earn money The 
real reason they do so (they will probably tel! you after more thought) 
IS to be able to get products produced through the services of others The 
ultimate objective is not money but the acquisition of products thait 
satisfy needs and wants of various kinds 

From the individuals point of viciv then economic activity con 
sists of the systematic provision of services in exchange for products pro 
duced through services provided by others It was said above that economics 
studies trading activity the fundamental exchange involved is each per 
son s provision of services in exchange for others services 

Your service may be that of selling insurance or digging ditches 
or teaching kindergarten or writing advertis ng copy Or it may be the 
ownership of financial instruments such as bonds or bank accounts The in 
come you thereby earn constitutes a claim on a variety of products pro 
duced by the ownership and labor services of others 

For most people a large proport on of all activity comes under 
the heading of economic activity Usually at least one member of a 
family works for a living (or in the case of retired persons have worked 
ani 'nave accumu’iated cia ms on products') sometimes two or more work 
In a sense the individual household is the base economic unit since the 
family as a whole takes the benefits gained in return for the services it 
(m aggregate) provides Few households indeed provide neither labor nor 
ownersh p services 



THE STUDY OF ECONOMICS 3 


WTiat IS 2 "product” and what is a “service’ ’ In this boofc these 
arc important words and they are used rn a particular way It might be said 
that services are vvhat create produ'TS and products are what are created 
b\ services a service is what you gne and a product's what you ^et in 
exchange You mav give a piano concert and you would define that as a 
service but for others tour piano concert mav be a product to which 
their own services have entitled Acra In exdiangc for vour concert 
services vou mav take some dental work—a product to vou but a service 
from the point of view of the dentist and his helpers Or vou may give 
services bv helping to assemble automobiles (someone clses product) and 
take some product like food (the conse<}uence of someone else s services) in 
exchange For an individual there is a clear distinction between services he 
provides and products he takes but for society as a whole the distinction 
disappears The total quantitv of product produced in any given penod is 
produced by the total quantity of services or put another wav Ac amounts 
everyone pavs for products m anv given vear must be equal to the amounts 
Aat everyone is paid as a consequence of A* production of Aem 

Not evcrvthing that you do for others can be called “economic 
activitv ” If vou play the piano for a group of fnends no economic activity 
IS involved But if you play in a hall and Ae manager gives vou a check 
when you are finished economic activity is involved The key test is this 
an activity is economic if as a consequence of performing it you are given a 
formal claim on the services of oAers If you visit a fnend in a hospital, 
you may talk in such a friendly and cheerful way that his recovery is 
speeded up He is certainlv the benefiaary of vour action, but you are not 
thereby qualified to buv something at a store But if you arc a psychiatnst 
and you call upon that same person m Ae hospital, and if your we!I<hosen 
words and professional demeanor directed toward that same patient have a 
Aerapeutic effect, you may as a result be able to leave Ae hospital, walk 
across Ae street, and pick up a new suit of cIoAes 

II "ECONOMIZING"—A GOAL 
OF ECONOMICS 

You are familiar with the expression “natural resources,” which 
refen to those raw matenals and energy sources provided to us by nature, 
such as mineral deposits, fertile soil, and waterways A more comprehensive 
and important term is “rftources" whiA in economics refers to anyAing 
exchangeable that can be used in Ae creation of products labor time, exist 
ing machines, buildings and other capital goods, land, natural resources, 
and an economy’s accumulation of saentific and technical knowledge 

It IS of considerable important how resources are used, for Aeir 
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use determines what the economy produces An hour of a worker’s time 
can help build a car or paint a house Or it can be "used” in leisure Once 
used that hour of labor time cannot be used again That one hour of 
labor time may not be very important But the sum of all such hours cer 
tainly is, and even more so is the sum of all of an economy’s resources All 
economies must have some means for determining how their resources are 
to be used, when those decisions arc made, also determined are what will 
be produced and in what quantities, and svho will be entitled to the 
product 

No economy has unlimited resources, and hence all have a limited 
capacity to produce Economics has traditionally been called the stud\ of 
the “allocation of scarce resources ” Economists study the social and political 
systems that the economies of the world have used or may use to ‘allocate” 
(determine the use of) their limited resources In the Western world, of 
course, most attention has focused on how a capitalist economy, without 
dominant central planning, makes such choices 

■Whatever their own ideological onentations 3re-~socialist, liberal, 
conservative, and the like—most economists share one nonobjective bias 
They will agree that economies ought to "cconomiae " This objective may 
be summarised as fallows 

1 The best economy is the most efBcient economy, other things 
being equal Resources are not unlimited, and modern man does not yet 
know how to produce with limited resources sufficient product to satisfy 
everyone, completely and forever One aspect of economizing behavior is to 
determine how to produce as much as possible with the limited resources 
at the command of mankind 

2 It IS not enough to produce the maximum quantity of product 
with limited resources, without concern for what is produced Economizing 
also requires that the “right” products be produced, m the right proportions 

The goals of economizing on scarce resources may seem obvious 
to you, but there have been times when other objectives have dominated 
economic inquiry Even when there is agreement on the goal of economizing 
there may be disagreement on preasely what is implied by that objective 
For instance, there may be disagreement on such questions as what arc the 
“right” products, or who should determine which products are "right ” 

Resource Use and Finance 

^Dte Ti^rt away fnat economizing invo'lves 'now an economy uses 
Its resources, not how it “spends its money ” An economy can use resources 
without spending money, it can spend money without using resources 
Money is one of the many man made institutions of finance that are em¬ 
ployed in most economic systems, and which will be treated at length in 
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later chapter* Financial transactions often involve resource use, but they 
do not alwajs Failure to distingui^ between resource use and financial 
transactions is one of the major sources of error for beginning economics 
students For instance, both the following statements are true, but will seem 
contradictory to those who cannot distinguish the trvo 

1 Government spending during World War II reached an all 
time high and about half of the money spent was raised by government 
borrowng—that is by the government s issuing bonds 

2 But the ‘ burden” of the %var was not thereby “passed on to the 
next generation,” as was often argued Resources used to build battle¬ 
ships, plan invasions, or fight battles involved a contemporary burden 
during the war since those resources could not be used to create auto 
mobiles, chewing gum, or other consumer product—regardless of how the 
money was raised The generation that comes after a war may suffer as a 
result of physical destruction and human injury, but the explanation for 
the suffering would be the war and not the method of financing it Higher 
taxes during the war would not have resulted in more automobiles either 
during the war or after it 

Similarly, these two statements are correct 

1. If during a severe depression a corporation decides to build a 
new factory, it will cost the firm money, and it will have to get that money 
somewhere. 

2. But the new factory will not “cost” the economy anything if the 
men and equipment used to build it would otherwise have been idle, since 
the economy as a whole gives up no other product m order to get the 
factory 

An anecdote, perhaps apocryphal, coming out of World War II, 
underlines in another way the difference between resources and finances 
Rubber producing areas were under enemy control, and a severe rubber 
shortage existed while scientists worked fevcnshly to develop a practical 
synthetic rubber product One night a government warehouse full of rubber 
tires burned to the ground Newspaper reporters rushed the next morning 
to the ofiice of the government official in charge 

“Don't worry boys,” he is said to have told them, “it was all in¬ 
sured ” 

lU IS ECONOMICS A SCIENCE? 

Disciplines are frequently classified according to whether they are 
"positive,” concerned with what ir. or “normative," concerned with what 
ought to be Economics has considerable “positive” or scientific content, but 
It has also often been, traditionally and historically, a normative discipline 
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suggests the importance of ideals in these major stages m the evolution 
of Western economics 

ANCIENT ECONOMICS From Biblical times through the medieval 
period economics hardly existed as a separate study Economic issues were 
raised but the value goals of early economists’ were quite different from 
those listed above Theologians and philosophers did not ignore the prob¬ 
lem of scaraty but neither did the\ make a consistent effort to understand 
economic efHciencj instead inquiry was directed toward determining the 
kinds of economic activity that wete most consistent with current concepts 
of justice purpose and order The r«ult was that restraints were often 
placed frequentlv with moral overtones on types of economic activity—on 
buying and selling on borrowing and lending and on working and owning 
MERCANTILISM The mercantilists of the Renaissance were among 
the first to make a svstematic effort to determine how more product could 
befall a people whose resources vvere limited Most mercantilist writers 
were businessmen and they tned sometimes wuh success and sometimes er 
toneously to apply the pntiaples they learned from the experiences of 
individual business firms to the economic activities of the nation as a vrhole 
Sometimes such pnnoples apply for instance the economic definition of 
efficiency differs little from that of most businessmen But often such 
principles do not apply and one job of economists ev en today is to dispel the 
confusion involved in leisoning from the part to the whole For instance 
an individual or a business firm is vrealthy if either has a lot of money 
for such money constitutes a claim on the services of others But for the 
economy as a vrhole prospentv cannot be gauged by the quantity of money 
held or penodically exchanged Another example comes out of the depression 
years it may be prudent for an individual or a firm to save a larger share 
of income but if everyone in the nation deades to save more ^e result 
might be a depression and a decline in everyone s savings 

Alercantilism arose out of efforts of businessmen to convince the 
government (or ruler) to follow a certain set of policies just as medieval 
economics was largely an exhortation to people to follow a certain moral 
code in economic transactions Both vvere largely restnctivc Medieval 
economics involved restraints on pnang on monopolistic activities and on 
the taking of interest Mercantilism involved restraints on trade both 
internal and external 

CLASSICAL Exxjsovrrcs The next phase in the rfevefopment of 
economics was also somewhat connected with the formulation of policy 
rather than with purely disinterested saenufic thought Centunes of 
medieval and mercantilistic economics had left Europe hampered by all 
kinds of restnctions on the fundamental economic activity of exchange In 
the eighteenth century the Frenidi economists called the Physiocrats and 
later in that century the celebrated Scot Adam Smith formulated syste 
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matic economic theones in support of a liberal economic policy mvoUnng 
little or no government intenention or participation in exchange Smith’s 
reasoning csen though his IFtallb of Nationt was published as long ago as 
1776 remains basic to modem economics 

Smith was the founder of what has been called the classical school 
of economics his most important followers of the nineteenth century were 
Jean Baptiste Say, David Ricardo, and Thomas Robert Malthus ^Mule 
great differences mar be found among the members of the classical school, 
a Single spint dominated their wntings an economy functions best with a 
minimum of interferences with free competition on the part of goscmment, 
monopoly or labor organization, since there exist logically demonstrable 
forces operating for maximum efficiency in an unregulated, competitive 
economy 

NEOCLASSICAL ECONOMICS Sometimes the category of “classical” 
IS expanded to include twentieth<entury economists who, while discarding 
much of the theory of their ninetcenth-century predecessors, continued 
their laissez faire spint This “neoclassical ’ school, including Alfred 
Marshall Leon Walras, and A C Pigou, ^ntinued to stress the oents 
of individual pnvate, competitive enterpnse 

The classical and neoclassical theones assigned two important at 
tnbutes to a competitive economv it was “effiaent ’ in the sense described 
earlier getting maximum benefit from its scarce resources And it was 
invulnerable to depression since any forces tending to cause a decline 
would It was believed spontaneously bnng opposing forces into play Since 
both results were believed to be achieved automaticallr, classical and neo¬ 
classical theones presenbed a laissez faire, ' hands-ofp' policy for govern 
menL 

KEYNESIAN ECONOVIIC5 The most recent major theoretical dcvclop- 
ment in economics arose largely to counter the neoclassical view that gov¬ 
ernment should do nothing about depression Tafcing the name of its 
founder the ‘ Keynesian” whool demonstrated what is now widely accepted 
by almost all economists that while a freely competitive and unregulated 
economy may allocate scarce resources most effiaently, it cannot, without 
government intervention, cope with business cycles Keynes’ General 
Tkeorf^ was the first major and widelv accepted modem work to reject 
the classicists' ‘ natural harmony” theory of economics, and to provide a 
positive role for government 

Economists still debate whcriier they should maintain complete 
professional “objectivity” and avoid all aintact with policy making, or 
should approach economics as a disapline whose objective is to determine 

^ The fall aclt The General Ttenry nf Emfltjmtnt, InUrett, and Mtnej 
(Loodoo, MicmilUa & Coaptoj, LtiL, 1$S6} 
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how certain goaU are to be accomplished 'Whichever view is right the 
fact remains that economics is m the sense described, a normative discipline, 
both in Its history and its contemporary method 

Economics as Positive 

Since economics has been described as being often a normative dis 
cipline It is necessary to avoid confusing it with philosophy or ethics The 
fact that economics is concerned with the nclfare of soaety does not 
necessarily mean that it is pnmanly concerned with value judgments 
Economists have developed theory amd analysis concerning economic ef 
ficiency stability, and growth because they have been personally concerned 
about the welfare of society but that does not mean that the truth or 
validity of their analysis depends on a concern for the general welfare In 
stead there is an objective body of economic tiieory that is accepted by 
virtually all economists whatever their political and social orientation 
While there is normative content and motivation m economics, the bulk of 
the disapline's subject matter i$ positive, and economics qualifies as a 
science whose principal objective is the search for venfiable truth 

Economic analysis bears on many of the most important public issues 
of our times—full employment, inflation, farm policy, taxation, depressed 
areas and industries labor management conflict, economic development, 
‘automation” and conservation It is thus inevitable that the disapime 
should be at the heart of many public controversies, and that economists, 
whose own personal political and social views are diverse, should disagree 
with one another These disagreements tend to overshadow the vmpoitant 
noncontroversial body of knowledge upon which virtually all economists 
agree 

Actually, there is disagreement in all saences AH ideas must be 
subjected to debate and testing and hence dispute is a necessary ingredient 
of scholarship But scholarly disagreement becomes “public controversy” 
when the dispute concerns what should be done rather than what is This 
is why the age of the solar system is not thought to be “controversial” even 
though saentists are not agreed upon it while the debate over use of “live” 
versus “dead" polio vaccines qualifies as a true ' public controversy ” 

In such disputes the line between value judgment and objective 
analysis is never very cle^r ^Vhea ytfu are employed by a husiness Bna 
and need a basis upon which to make an administrative decision, there is 
little question as to what the goals arc or who is to formulate them The 
question of value judgments docs not often anse, for instance, between two 
accountants employed by the same firm, if there is a professional disagree 
ment between them, it is most Lkely to involve accounting method per se 
rather than objectives But when an economist makes proposals for public 
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policy, there is no specific set of entena to guide him His proposals will 
reflect not only his understanding of how the economy functions but also 
his view of the proper objectives of his soaety Since different economists 
assume different objectives they arnve at different conclusions The dis¬ 
agreements among economists may involve conflicting views of objective 
facts but more often they involve different interpretations of what the 
objectives and priorities of soaety are or ought to be 

There is a great deal to be learned about economic activity before 
matters of objectives become very relevant An exploration of the elements 
in the complex of economic activity is useful for a wide range of possible 
objectives Business cycle theory is useful even if you like depressions or m 
flation, and both capitalists and soaalists can use the theory of resource 
allocation to “prove that they are right if you accept the objectives of 
each For now, you can set aside problems of decision making where ob¬ 
jectives are of critical importance, while you familiarize yourself with some 
of the basic processes of economic life as they occur in the United States 

The subject of psychiatry evolved, like economics, largely from norma 
tive considerations that people should lead healthier and happier lives, 
and that healthy and happy were m some broad sense subject to defini¬ 
tion If vou were preparing to be a psychiatrist, m the early stages you 
would study anatomy and physiology You would And that there is no agree 
ment on precisely how people should behave or even what the objectives 
of behavior of an individual are But you would also find that there is a 
wide range of agreement on (he basic processes of human life and on some 
forms of pathology In short, there is a tremendous volume of objective 
inquiry that is basic to psychiatry 

There is also a great deal of objective inquiry that is basic to 
economics But the practice of psychiatry is more than just objective in¬ 
quiry, and so IS the practice of economics 

Economists and Administrators 

Administrators arc concerned with organizing or regulating the 
trading activities of individuals and families They bring together people 
with different skills and training, assign tasks, check performances and so 
on The key expressions are "do this ’ or ' do it this way ” Economists 
concern themselves with analyzing the effects of what administrators ac 
comphsh or might accomplish by thar actions For economists the key words 
are “investigate” and ‘ explain ” An administrator acting on behalf of the 
government might insure the mor^ge loans of housebuyers, an economist 
would be more likely to investigate how this practice affects the number of 
houses built, the price of houses and the rates of pay for construction 
workers An administrator of a business firm would presumably make a 
decision on the basis of whether it would be likely to enhance the interests 
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of the owners of the firm an economist would investigate whether the 
pursuit of self interest will also lead to the general welfare 

Competent economists must knovv something of the forms of eco 
nomic organization of maikcting methods of accounting of the laws 
governing business and government oi^anization and of other material 
that constitutes the core of business and public administration training 
But similarly a prospective business or public administrator to be com 
petent should know something about what determines the level of national 
income and employment how inflation can come about what labor markets 
are like and whether the sales of a particular product are liable to increase 
or decline if international trade is encouraged 

IV STUDYING ECONOMICS 

While economics is a useful course of study for prospective business 
men it will hardly guarantee success You may think as many seem to, 
that a ma3or reason foe studying economics is to become wealthy (or at 
least to increase your income), and that the more economics you know the 
richer you will become 

Before you accept that idea, you should observe that most pro 
fessional economists are men of modest means A knowledge of how the 
exchange of services takes place in a complex system, why things are done 
the way they are done, and what would be the probable consequences of 
say, a different type of tax system may help you to increase your income, 
but It may also limit your income The more time and attention you devote 
to exploring the economic complex the less lime you have for producing 
transporting and marketing commodities 

The reverse is also true Just as economic understanding will not 
make you a successful businessman neither will business success necessarily 
make you a good economist On the contrary, the past holds many examples 
of mistakes made by policy makers when they assumed that good business 
principles could be applied to the economic soacty as a whole 

But while economics probably will not make you rich, it may help 
you to understand the conditions surrounding jou in both your economic 
role as a provider of services and in your simultaneous role as taker of 
product As an employee, how is your wage determined, and what would 
be liable to change it’ What events in the economy can change the amount 
of product to which you arc entitled even though your paycheck may show 
the same figures as before Ot, why are you unemployed’ Why do profits 
fluctuate more violently than wages’ Would greater competition among 
your firm’s suppliers mean more or less profit to you’ If you raised the 
price of your product would you be likely to earn more or less profit’ 
Where will new jobs come from for those men you laid off when you 
bought those new labor saving machines’ 
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You may also be interested, from the viewpoints of both your 
capacities as service giver and product taker, in public policy What kinds 
of taxes are likely, for instance to increase the quantity of product at your 
disposal and sshat kinds to reduce that quanti^’ Should you take a stand 
with those who argue that a little less than full employment may be de 
sirablc if inflation can be stopped or should you line up with those who 
argue that full employment is the prunaiy cowiomic goal of society, and 
we should accept some inflation if necessary to accomplish that goal^ Is 
the Soviet Union really growing at a faster rate than we are, and, if so, 
so what’ And can we afford more missiles’ 

Adam Smith in the IFtaltk of 'Naiiont, emphasized the rewards of 
specialization and the division of labor A little reflection will tell you that 
as the economy grows in size, as speaalization increases so must our de 
pendency on exchange If you lived on a self suffiaent farm, consuming 
everything you produce and produang everything you consume, your inter 
est in economics would not be very great If you had to trade some of your 
product in order to receive a few products you could not yourself make 
(telephone or plumbing service, for instance), your interest in economics 
would be greatly enhanced If instead you participate m one isolated stage 
of the creation of one product (you drive a bus write television scripts, or 
paint automobiles) and trade that service for products created by thousands 
of hands and minds and moved to you through thousands of individual 
trading transactions then economics should command a good deal of your 
interest and attention Your interest should be espeaally keen if the condi 
tions of your exchange of service for product are shaped by administrative 
deasions over which you have some control and for which you have some 
responsibility In this last named group arc those who, as spokesmen for a 
business firm, a labor union or a government unit, may have to deade and 
explain why a particular tax should or should not be levied, why special 
consideration should or should not be given to small business, whether the 
proposed merger of two steel companies should or should not be permitted 
whether the tariff on watch movements should or should not be increased, 
or whether a labor union and a business firm should or should not be per 
mitted to make a ‘ union shop” agreement It is obvious that a study of 
economics is essential to competence m such tasks 

Handicaps, Pitfalls, and Hazards in Studying Economics 

If you were beginning the study of electronics, nuclear physics, or 
geology, you would have a major learning job ahead of you, for there is a 
great deal of knowledge and analytical method to master in these disci 
plines But chances are you would have few preconceptions about what was 
true in these subjects and could start from scratch without having to 
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“unlearn” misinformafton picked up from neuspapers, political orators, or 
the prejudiced views of acquaintances But when doctors try to prescribe a 
curative course of action for a sick patient one of their first jobs often is to 
dispel conflicting ideas of remedy based on superstition, rumor, or family 
tradition Sinularly perhaps the greatest haiidic 2 p for the study of eco 
nomics IS a heritage of informally acquired ideas some of which may hold 
some tru^ but many of which do conflict with accepted economic theory 
IVhat makes it all the more difficult to part wnth such misinformation is 
that It often contains a small germ of truth, and frequently seems more 
plausible on first analj’sis than the complex thcones of economists For 
instance 

1 It is widely held that protection (via tariffs and the like) from 
foreign competition may increase the total pay in dollars and cents, going 
to American workers This may indeed be true But it is also true that the 
level of living of American workers is likely to decline at the same time 

2 It IS true that if jou borrow some day you wnll have to pay back 
ffie loan plus interest you arc exdianging tomorrow’s services for today’s 
product But it IS not therefore true that when the Federal government 
borrows we arc asking future generations to pay for product we take today 

Some of the problems involved in thinking about economic matters 
stem from incomplete analysis from looking at only one side of a problem 
Consider the ‘cost of living” Almost every month you read m the news 
paper that the “cost of living” is at an all time high Such statements might 
give you the impression that people arc less well off than they formerly 
were But earnings are also at an all time high You can acquire almost any 
product for less work today than at any time m the past In a very real 
sense, then you might say that the cost of living is at an all time lotu The 
"cost of living” as measured in prices is only half the story, the whole story 
IS the “product of working” 

Many people continue to commit ffie logical fallacy of the mercan 
tilists by assuming that whatever is true of an individual firm or family is 
also therefore true for the economy « a whole This fallacy was put into 
our book of quotations by a well known executive who told us. “^Vhat is 
good for General Motors is good for Amenca ” 

Consider these examples If one wheat farmer works hard and grows 
more wheat, his income might nsc But if all wheat farmers do more work 
and grow more wheat all their incomes may fall On the other hand, if we 
assume that doing less work is the best policy for wheat farmers, can we 
also assume that if we all do less work, everyone will be richer’ 

If fewer watches were imported, Amencan watchmakers w^ould 
earn higher wages Does that mean that all Amencan workers would be 
better off if fewer watches were unported’ Or if less of everything were 
imported’ 
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Vou hue to be careful Avith reasoning the other way, too if it is 
true for the whole must it be true for each part’ Some people used to argue 
that minimum wage laws and labor unions interfered with efficienc) so 
much that total national product vas reduced On this basis the} argued, 
Don t organize intn unions because }ou II onl) make joursehes w orse off " 
If the total product declines does that mean everyone has less’ 

In economics jou haie to paj attention both to what happens to the 
whole and to what happens to the parts Concentrating upon one at the 
expense of the other maj mean nothing is ascU understood 

Finalli in economics jou must txercise extreme care m the use of 
words Eaendaj speech about economic matters seems frequcntlj to incor 
porate into our \en language popular misconceptions about economic activ- 
It) It IS important not to use this language natural as it may seem For 
instance tou might saj jou base monej m a savings account ’ An econo 
mist would tell jou however that jou have tither monej er a savings 
account If vou take monev to a bank and get a savings account m exchange 
Tou do not have monev any more—jou have a savings account N'or would 
It be accurate to saj that the bank has ‘jour” monej It is no longer jours 
—vou traded it for a savings account The monej belongs to the bank 

Economics students before ihej bepn to feel at home with the 
subject sometimes complain about the 'jargon” of the discipline Every 
effort therefore has been made to keep the technical terminology in the 
following chapters to a minimum But often the economic “jargon" is only 
part of the problem, just as often the obstacle w the misleading ' jargon" of 
everyday speech 
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THE CAST OF CHARACTERS 


Economics deals with the soaal implications of trading activity espeaallp 
as such activntv influences the allocation of scarce resources Such a defini¬ 
tion 15 suffiaenilv broad to cover virtually all subject matter studied by 
economists, and is suffiaently narrow to exclude almost all other subject 
matter. However, it docs not adequately define die major problem} subject 
to economic inquiry in the 1960s. The major questions in economics today 
aie 


1. detennines the total amount of <mpfo>ment m an ccononiy, 
the economy's total annual output, and the total income going to those who 
provide semces’ 

2. ^’i'hat determines how much of this total output will go to ex¬ 
panding productite capacity, and how much will be consumed by the 
people? 

3. ^Vhat are the sources of nationwide economic instability, such as 
recessions and inflation? 

4 'VMiat determines the total amount of mone> used by an economy, 
and what significance does money have in die answers to die first three 
questions? And what is the role of other finanaal instruments—stocks, 
bonds, sayings accounts, shares in mutual funds? 

5. 'WTiat determines the rate at which the economy expands its 
output, or Its output per persao, from year to year? 

These fint five questions are involved with what is known as 
aggregate economics or macroeconomics. This branch of economics is con¬ 
cerned with total amounts, such as a^regate employment, or total output, 
and with aierage amouno. such as the average level of prices. 

Other important economic questions are 


15 



16 ECONOMIC TROCESSES-THB I.E\£L OF ECONOMIC ACTl\"m 


6 "WTiit detenrunfs the «te of total emplo3-ment—that is how 
mint men i\ill M-ork on farms htns man) «ill a\ork in factories and so 
on* \Miit determines the fom^omion of total output—that is how many 
ean of com how man} ball point pens and so on—in ana given year* 

7 hat determines the distnbution of total income* 

8 ^Miat are the soukcs of instabiht} not involving the whole 
economv * That is what eaplains the problems of distressed areas declining 
industries farm income* 

9 ^^Tiat are the processes through which economic growth takes 
place* And what are the obstacles to such processes m currentl} under 
developed economes* 

10 ^^^^at determines our fortunes in international trade* 

These last five questions are involved wnth vehat is known as micro 
economiM This branch as contrasted with macroeconomics is concerned 
with structures not levels It denis with the composition of output not its 
total with the relative prices of different products not with the price level 

This text IS pnncipnll} concerned vnth mneroeconomics Another 
volume Ecenomif Prceetsfs Thr Cpufotitipn e/ Eeenomic fc/iii/}/deals 
pnmanly veith microeconomics The division of economic annlvsis into 
macro and microeconomics is ver\ useful for nnahtic purposes but any 
pncbcal problem or issue is virtually certain to involve both to varjmg 
degrees 


The Aggregafes and the Problem of Aggregation 

Hence this tent is concerned wnth the determination of and the 
significance of such aggregates as total emplojinenl total unemplovment 
the rate of unemployment total income and output the average pnee level 
total savings and investment and total consumption 

Obviousl) these are not homogeneous aggregates Total consump¬ 
tion for instance includes such things as the total number of oranges 
consumed the purchase of shoes and the purcha e of new automobiles. 
Total employment includes dav laborers faciorj emplojees supervisors 
managers doctors and tl e President of the United States, The abilitj to 
make reasonable statements about sudi diverse groups is obviously hm ted 
There is alwirs a danger involved in bnnmng under a single heading 
members that differ sfflufiraojj^ Snvs r7th 

There is a less obvious danger in aggregation one which can be 
shown best bv an example We know that wiili tlic graduated federal in 
come tax the h gher a man s income the h gher the percentage of his income 
wall be paid m tax Can we then condude that if tola! income goes up a 
larger percentage wall go in taxes to die federal gov ernment* Probabl} but 
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not certainly At the same time total in«»me goes up there may also be a 
redistribution of income, reducing the number of high incomes so that fewer 
people have to pay the highest rates What is true of the individual may be 
true of the aggregate, but it need not be 

There are some advantages however, in aggregation It is consider¬ 
ably harder to predict the behavior of individuals than of large groups. 
Actuaries have no idea whether your house will burn down, but they could 
tell you with reasonable accuracy, kotv many houses will burn down each 
year Similarly, it is difficult to predict what share of a single individual’s 
income will be saved, and what share spent, in a given year But econo¬ 
mists can predict, with reasonable accuracy, what share of total income in 
the economy will be saved, and what share spent for consumption. 

The Sectors 

In aggregate economics, then, attention is not ordinarily focused on 
the behavior of the individual, the household, the firm, or even on single 
industries Instead, the cast of characters m macroeconomics consists of four 
prmapal groups or ‘'sectors,” and concern centers on their relations with 
each other 

I. THE PEOPLE The first major group is “the people,” also called 
"the households” or “the consumers ” This sector comprises all the people 
in the economy Their economic roles consist of providing services to other 
sectors, and of taking product m exchange It is important to distinguish 
the people from other sectors, even where the individuals involved do not 
make the distinction For instance, a man may own his own business, 
operate it himself, use part of his earnings to feed, clothe, and maintain 
himself and his family, and pact of his earamgs to build the business further 
He IS one of “the people ” He provides services to the firm (his own), and 
receives income from the firm But he and the firm are not the same. 

II. PRIVATE BUsivEss The business sector includes all privately 
owned organizations that buy services from the people and sell products— 
either to the people, to some other business or to one of the other sectors For 
the sake of completeness, certain organizations, such as churches and private 
universities, which are not “owned” in the same sense as businesses are, 
must be included under “private business ” 

III. GOV£R*rsjEvr XTNITS The various levels of government might 
best be considered as an extension of the first sector, the people. When 
governments levy taxes and buy services from the people or products from 
business, it is said that the people arc talcing product collectively. But for a 
number of reasons, it is useful to consider government as a separate sector. 

IV. THE REST OF THE woRU> Since the rest of the world— all 
other countries together—also provide services and products for us and take 
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American product it is necessary to include it in the the cast of characters 
It IS most convenient to lump all other countries together m a single sector 
called the rest of the -world 

All four of these sectors deal with each other Governments tax 
businesses buy products from businesses provide products for the oeople 
The rest of the world borrows from the people, sells products to businesses 
receives grants from gosernment umts And so on Even with as few is four 
sectors the relationships became extremely complex All of these relation 
ships are important indeed it can be said that the transactions of the four 
sectors with each other constitute the major subject matter of this volume 

The immediate task at hand however, is a closer inspection of each 
of the sectors 

I THE PEOPLE 

The sector called the people consists of course of people, but the 
basic economic unit is probably not the individual person but the house 
hold In 1960 with a population of 181 million there were 52 million 
households in the United States A household consists of those living to 
gether in a single dwelling unit including single persons living alone 

It IS the household that makes the exchange that is fundamental to 
trading economies—it provides services in exchange for products Before 
turning however to a closer examination of the provision of services and 
the taking of product it is necessary to introduce the first important aggre 
gate—population 

One important statistic regarding population is its total The United 
States Constitution requires the federal government to conduct a census 
every ten jears and these provide us with the best population information 
in the world Between censuses the Census Bureau makes extremely accu 
rate estimates of population change (It is sometimes argued that the esti 
mates are even more accurate than the actual censuses since fewer errors 
may be involved in the statistical estimation methods than m one by-one 
counting ) Thus the last ofhaal census taken in 1960 gave the population 
as 180 670 000, but by July 1963 die population was estimated to have 
increased to 189 380 000 As Table 21 shows the 1970 population is 
predicted to be 214 2 million Estimates for 1980 and beyond have been 
made but they are less reliable 

Another important statistic is the age composition of the population 
The most important charge going on in the age composition of the popula 
tion IS the rapid increase of two groups—those of school age and persons 
over sixty five Together, these two groups constitute what might be called 
the nonproductive age group Few of dieir members provide labor services 
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and together they probably provide little ol the economy’s ownership 
services A relative increase m these age groupings implies that each pro 
ductive person must support more other persons Because of the breakdown 
in this century of the "extended” or owiltjple-gcneTatson family, mote 
support for retired persons probably means more pension contributions 
higher social secunfj taxes, and higher general revenue taxes to support 
medical and other services for aged persons The higher school age popula 
tion means more taxes for school construction and teacher salaries, as w ell 
as a larger share of the famih budget for child support 

In 1960 some 44 8 million persons or approximately 25 percent 
of the population, were of school age between the ages of five and Seven 
teen Of course, those under five are also nonproductive, and many over 
seventeen still attend school In I960 the number of persons sixrj five and 
over was 15 8 milUon, or about 9 percent of the total It vs this latter 
group that is increasing at the fastest rate Predictions are that by 1980 
total population will hive increased by roughly 50 percent over the 1950 
figure, while the sixty five and above group will have approximately doubled 
over the same thirty year period 

TABLE 2 1 

VNITED ST/ITES POPULATION 
7950-1960 

AND ESTIMATES FOR 1970 


feoT 

Popufotion 
in millions 

Number Age 65 
and Over 

Percent Age 65 
and Over 

1950 

1517 

12 3 

80 

1951 

1544 



1952 

1570 



1953 

159 6 



1954 

1624 



1955 

1653 

14.1 

84 

1956 

1682 



1957 

1712 



1958 

1741 



1959 

1769 



1960 

1807 

I5S 

87 

1970 

2142 

20 0 

93 


souses Council of Economic Adnscri, and Statntical Ahilraci, 1952 
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SERVICES PROVIDED BY THE PEOPLE ThcK IS one simp/e guide to 
whetlier a particular activity of an individual constitutes the provision of a 
service—whether he is paid for what he docs He may be paid in money 
(wages, dividends, and the like) He may be paid in the form of an in 
creased value of some other type of financial instrument (such as when the 
firms in which he owns stock keep part of the profits or when the quarterly 
interest payment on his savings account is simply added to his balance) He 
may be paid ‘ m kind,” as waiters are often paid partly in meals 

There are two general kinds of productive services You can provide 
labor services,” putting in time and giving up free leisure time and using 
your talents skill, training, and/or muscle Or you can provide 'ownership 
services,” either as the owner of a firm (including a farm), or as the owner 
of such finanaal instruments as stock certificates, bonds and savings 
accounts 

a Labor services Here the most important aggregates are the 
Qvilian Labor Force, Employment and Unemployment The ‘ Civilian 

TABLE 22 

CIVILIAN LABOR FORCE EMPLOYMENT, 

AND VNEMPLOYMENT, 1950^1963 

(millions of persons) 


year 

Civilfdn labor force 

Unemployment 

Employment 

1950 

631 

34 

59 7 

1951 

62 9 

21 

608 

1952 

63 0 

19 

610 

1953 

63 8 

19 

619 

1954 

64 5 

36 

609 

1955 

65 8 

29 

62 9 

1956 

67 5 

28 

647 

1957 

67 9 

29 

65 0 

1958 

69 6 

47 

640 

1959 

69 4 

38 

65 6 

I960* 

70 6 

39 

667 

1961* 

716 

48 

66 8 

1962* 

71 8 

40 

67 8 

1963* 

73 0 

42 

68 8 


’Alaska and Hawaii indudtd in I960 aod later years 
Note Detail may not add to total because of rounding 
SOURCE US Department of Labor Eaplajment and Earmv^j 
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Labor Force includes all persons <ner fourteen not in m‘titutJons or in 
th” armed services who have jobs or who are readv willing and able to 
wo't In a sense it constitutes capaan emplorment. Emplormcnt at ant 
given tun** lists the number actualle working at all or on vacation rcL 
leave, ard the like L r>TrplaTfEent is Ac remainder of Aose m Ac labor 
force not clas^if ed as emploved A housewife who has worked in Ae past 
but who IS not currentlv seeking woA » not regarded as urcmploved 4 
girl who has just graduated from high school and who has never held a 
job, would be regarded as unemplorcd if ‘he were seeking work. 

TAle 22 'hows Ac otpcnence of Ac part decade wiA respect to 
A** size of Ac labor force cmplotiEent and unemplovment. Compan«on of 
TAIe 22 wiA TAle 2 1 will »how Aat population has been growing on 
Ae whole faster Aan has Ae labor force reflecting Ae relative increase in 
“conproductiv c age groups. 

Some oAcr interesting facu arc worA gleaning from Ae record For 
m'tance, between 19i0 and 1951 Ae Civilian Labor Force declined but 
total cmploncent tnereated as unemplonrcnt decbned even more Aan did 
Ae labor force. BoA Ae decline in Ae Civilian Labor Force and Ae de 
cLn* in unemploraent are due to A» beginning of Ae Korean War Note 
aLo Aat m 1957 toul emplonsent increased over Aat of I9'6 but so did 
total uremplonsent, Ae labor force increased faster Aan did emplorment 
The rear 19 j 7 was Ae beginning of a «eveTC recession, and while emplov 
cent increased, Acre were not enough new job* to take care of Ae natural 
grow A of Ae labor force. Clearlr, growA m emplovuient alone is rot 
recessarily a «gn of ecnnoniic heal A, it must be at least as great as Ae 
growA in Ae labor force. 

^Miat kinds of labor services do Ae people perform’ Detailed in 
foTiiation on cmpIoTirent bj tndustrr is available m Ae Dcpartrenl of 
Commerce’s Surrey of Current Bonneti a rconAIv publicaDon, and 
espeaallv Ae annual national income ismc. TAle 23 includes a sumrnarv 
listing only The more detailed record shows, for instarce, Aat Ae water 
transportation industrr emploTcd 117,000 persons m 1963 at an averse 
annual wage for a full Ome emploTce of 57812 or that Ae “paper and 
allied products' mdustir emploved 619000 person* in ^le same year wiA 
average full dme earnings of 56162 

Most income does denv e from labor «emces As XAle 2 4 <hows, 
roughly two thirds of all 1963 Personal Icamie* was received m Ae form 
of wages and salanes However, even more income Aan Aat denves from 
labor services. For instance, Ae 5^06 bOLon «hown m TAle 24 for 
Propnetors’ Income” includes all income single owners or partners re 

I Persooal Inconie is a measore of aD income parments going to people la a 
prea year before uses. \ more preaw defoiuoa of Personal Income and of 
•evtral similar measures, appears in Chapter 7 
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TABLE 23 


ilERAGE NUUBER OF FULLTIME 1ND PART TIME 
EMPLO'iEES TOGETHER IIITII A} ERAGE A^^U1L 
EARM\GS PER FULL TIME EMPLO'iEE FOR 
MIJOR 1\DUSTRJAL CATEGORIES 1963 


IndusiT al taitgory 

Thousands of 
employe f I 

eamtngs 

Total 

64 178 

$5190 

Agriculture forestr 3 fisheries 

1 986 

1840 

Mining 

606 

6267 

Contract con'truction 

2 943 

6057 

Manufacturing 

16 585 

5911 

MTiolesale and retail trade 

12813 

4810 

Finance insurance and teal estate 

2 945 

5337 

Transportat on 

2 482 

6530 

Commun cations and pub! c ut lines 

1 448 

6376 

Services 

10 054 

4031 

Government and government enterprises 

J2312 

5229 


S01.RCB Dcparcmeni of Comintrce 


ceued from their bus ness ventures including Temuneration for the cnvners’ 
own labor senices as well as their ownership serMces 

b Ounershtp Semeis While Table 2 4 show s income derived from 
wages and salaries as about two thirds of Personal Income, tt would be 
wrong to conclude that income from ownership service constitutes a full 
third of all income Instead it is esiimaied that income from this source 
ranges from one fifth to one swih of total income. The reasons for the 
d screpanq are that as already noted mudi labor income is reported in 
Table 2 4 in cither'categones and part ol tfie income shown there consti 
tutes transfer pa 3 -irents (pensons and the like) which involve no con 
current service at all 

Nonetheless one fifth or one sixth of total income is a significant 
portion and must somthcfw be explained and discussed Table 2 4 shows 
the tjpes and amounts of ownership income received in 1963 Unfortu 
natel) it is extremelj difficult to p> further with ow nership services at this 
point snee even the concept of ownership semce is not 3 et clear Labor 
service is a fairly concrete idea a certain number of people go to worl:; 
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TABLE 2 4 

PERSOK4L INCOME. 1963 

[tn billions of dollars and as perrent of total) 


Form of income 

Artiount 

Percent 

Amount 

Percent 

Wages and Salaries 



3121 

67 3 

ilfanufactunng 

980 

2( i 



Nonmanufactunng com 





modity production 

25 3 

55 



Distributive industries 

803 

173 



Service industries 

49 3 

106 



Government 

592 

128 



Other labor income 



131 

28 

Propnetors’ income 



50 6 

ia9 

Business Pro/essional 

376 

8/ 



Farm 

13 0 

28 



Rental (income of 





persons) 



123 

26 

Dividends 



180 

39 

Interest income 





of persons 



33 0 

71 

Net transfer payments 





from government* 



24 9 

54 

Total personal income 



4640 

1000 


Note Detail max Dot add to lolala because of rounding 

• Old age and survivors’ iiisuraDce benefits, state unempIcxmeDt benefits, 
veteians benefits and tbe iiVe less personal contributions ioi social insurance 
souitcc Depaitment of Comuerce 

they work for certam employers, and receive compensation which it is 
reasonably easy to estmiate But ownership services, in a modern inter¬ 
dependent economy, often involve complex 6nanaal arrangements, many 
of which will be discussed in later diapters Without the background of 
the later analysis of finance, st ts difficult to introduce the owners as mem 
bers of the cast of characters 

There are a fen points t© be noted, however, and they are important 

ones. 

1. It might at first seem possible for business firms to provide 
ownership services After all, do they not own things, often including an 
interest in other firms* But a little reflection will tell you that any business 
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firm that owns anything is m turn owned by people (or is owned by anothei 
firm that is owned b) people—or is owned bj another firm that is owned 
by still another firm that is owned by people, and so on) Ultimately, all 
ownership services are provided bj people 

Actuall) It would be impossible for a firm to provide ownership 
services Somehow a firm starting from scratch would have to get money 
to buy Its machinery buildings stock certificates of other firms or other 
assets It would get some of the money from the organizers of the firm, 
they then would be providing ownership services It might also get money 
b) borrowing, the lenders then would be providing some of the ownership 
services Later once the firm was established, it might use part of the 
profits to buy assets, but profits belong to the otineri not to the firm itself 
A firm as jou will sec in the next chapter, is simpi} a form of organization 
of people —an institution created by people because they think they can 
produce more together than individually 

2 Most ownership services arc provided by people holding financial 
instrumentt (bonds shares of stock, and the like), rather than by people 
owning buildings machines, and so on The firms issue (sell) financial in 
struments to people, and use the money to buy things that will help them 
in production Thus there are two ways of looking at ownership service 
(1) you can look for the matenal things ultimately owned—buddings, 
machines houses and the like, and (2) you can look for the financial 
instruments held by the people 

Unfortunately, it is not easy in practice to count either total matenal 
wealth or total financial wealth In some cases there is no actual financial 
instrument involved if you own a share of General Motors, you will have 
a piece of paper (a stock certificate) as evidence, but if you own a barber 
shop It IS unlikely that you will own any ‘ instrument" showing your 
relationship to the firm Moreover, when total matenal wealth is counted. 
It is customary to count such dungs as people’s houses and land, where, once 
again, no instrument is involved So despite the fact that financial and 
matenal wealth are ordinanly just two aspects of the same phenomenon, 
Table 2 5 indicates that the people own $956 2 billion worth of financial 
instruments while Table 2 6 shows the total matenal wealth of the United 
States to be estimated at $1730 bilbon (both as of 1959). 

3 When the people provide ownership services, such as they might 
by buying a share of Amencan Telephone and Telegraph Stock, a United 
States Savings Bond, or a bond issued by a foreign government they are 
establishing a relationship widi anodier sector These relationships can 
become quite complex (you will see later how people can hold finanaal 
instruments indirectly, by owning an account at a bank or other finanaal 
intermediary) , but they are also quite important, and will be discussed in 
some detail in later chapters 
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INCOME DISTRIBUTION What IS the average income m the United 
States^ This question has a number of different answers depending on 
what is meant by ‘ average income' In 1963 the Per capita personal income 
(income per person—man woman or child) was $2443 Average family 
income before taxes was $7510 and after taxes was $6720 Or if by aver 
age income jou mean the average annual earnings of a full time employee it 
was $5179* 

Not everyone of course received the average income Table 2 7 
shows the percentage distribution of family ma>me Part A shows that after 
taxes the 20 percent of families with the least income received only 4 9 per 
cent of all after tax income while the 20 percent of families with the 
largest income received 43 7 percent of after tax income Part B is to be 
read as follows the lowest 20 percent of families received 4 9 percent of 
after tax income the lowest 40 percent (first and second quintiles) re 
ceived 164 percent the lowest 60 percent received 33 2 percent and the 
lowest 80 percent received 563 percent Of course the lowest 100 percent 
that IS all families received l(Xl percent of the income 

Table 2 7 also shows the redistributive effect of the federal income 
tax For instance note that the highest quintile (20 percent) received 45 5 
percent of all income before taxes and 43 7 percent of after tax income 
These figures make clear that the redistributive effect of the federal per 
sonal income tax is often greatly exaggerated (Moreover only the effect 
of the federal income tax is shown there are other taxes such as social 
security taxes and sales taxes that take more proportionately from lower 
income groups than higher income groups 

While the per capita income in the United States was $2443 in 
1963 there are signiReant regional differences Per capita income in AIissis 
sippi was the lowest in the nation at $1379 in Nevada highest in the 
nation (except for the District of Columbia), per capita income was $3372 
Figure 2 1 shows how the fifty states per capita incomes compare 
with the United States average Note Uiat Pennsylvania s per capita income 
IS shown as 100 percent of the national average this means that per capita 
income in Pennsylvania was just about the same as that for the nation as a 
whole North Carolina on the other hand had a per capita income equal 
to Only 74 percent of the national average or approximately one fourth less 
than that of Pennsylvania In general the map shows that per capita in 
comes arc highest in the Northeast and Far West about average in the 
Great Lakes area and lowest la the Snutbeast 

PRODUCT TAKEN BY THE PEOPLE Figure 2 2 shows graphically what 
product was taken by the people m exchange for their services in 1963 Note 

3 These and other fievres ated m this section are taken tror 
of Current Bustnetr 44 4 (April 1944) 


the Survey 
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TABLE 2 7 

PERCENTAGE FAMILY INCOME DISTRIBVTION 
BY QUINTILES 1962 


A SUCCESSIPE QUINTILES 


Percent of family 
perional income 

Percent of tax 
liability 

Percent of after 
lax income 

First quintile received 

46 

1 7 

49 

Second quintile received 

109 

63 

11 5 

Third quintile received 

I6S 

>2 3 

I6S 

Fourth quintile received 

22 7 

188 

23 1 

Fifth quintile received 

455 

609 

45 7 

B CUMULATIVE QUINTILES 


Lowest 20% received 

46 

1 7 

49 

Lowest 40% received 

155 

80 

16 4 

Lowest 60% received 

318 

20 3 

33 2 

Lowest 80% received 

54 5 

39 1 

56 3 

Lowest IDO percent 
(all families) 

1000 

1000 

100 0 


S 0 URC 8 P«parimtn( o/ Commerce 


that by far the largest single expenditure was on groceries, taking $65 8 
billion of total expenditures of $375 billion (approximately 18 percent) 
However, Figure 22 docs not, n must be pointed out, show ever) 
thing the people got in exchange for their services It shows only the product 
they took individually People also late product coUtcUveli through gov« 
eminent Note that, /or insta/icc, pubUc hospitals and schools are not 
included m Figure 2 2 under “medical and death expenses and ‘ private 
education and research ” Moreover, the people also savt, and acquire 
financial instruments instead of product m exchange for their services 


n PRIVATE BUSINESS 

The people provide services, it has been said, and get product m 
exchange Their services arc ordinarily provided to and the products taken 
from, organizations of some kmd, such organizations will be called ptoduc 
tion groups While there arc a number of types of production groups, as 
will be described m the next chapter, by far the most important type is the 
prttate business organization Thus the fundamental economic exchanges 





Per Capita Personal Income by State 1963, aa Percent of U S 
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arc the sale of services to business firms by households, and the sale of 

products by business firms to households 

In introducing the business sector” and the remaining two sectors, 
less need be said than was said about the people For one thing, Chaper 3 
has a good deal to say about private business Moreover, in discussing the 
people, a good hard look has already been taken at private business You 
have seen in detail the labor and ownership services purchased by private 
business from the people And you have seen in detail the products taken 
by the people from businesses 

Before turning to a brief introduction of Bic members of the business 
sector a few definitions arc appropriate Just as the household is the basic 
unit of the first sector, the firm is the basic unit of the second A firm is a 
single business organiaation, such as a corporation, or a single owner retail 
concern A firm may, like a major manufacturer, a branch bank, or a chain 
store haie a number of plants, but it will still be a single firm All the 
firms producing the same or related products constitute an induiiry Thus 
we may talk of the Dearborn factory (plant) of the Ford Motor Company 
(firm) of the automobile industry 

Of these terms, the most imprecise is the “industry " This is so 
because the expression “the same or related products” is itself imprecise Do 
we speak of the “electronics industry,” or more narrowly of the “television 
receiver industry"? In practice, we do both 

By the middle of 1962 there were 479 million firms doing business 
in the United States a ‘ business population” that seems in recent years to 
have grown at an average rate of about 100009 firms each jear (greater 
increases m prosperous years outweighing smaller increases or actual reduc 
tions in bad years) However, this growth does not occur merely by adding 
to existing firms at a regular rate Business firms fail daily, and new ones 
take their places daily A growth in the total number of business firms only 
means that more new firms were begun than old ones closed down (or 
merged with others) in any given period of time 

In point of fact, economists find the “rate of business failure” to be 
one of the good statistical measures for forecasting recessions Business 
failures occur at a rate ranging from about 1000 per month m fairly good 
times to 1600 a month or more in bad times On the average, the business 
mortality rate is about 6 percent per year. 

Although there are nearly 5 million business firms in the United 
States, Vney are iar irom being oi cqu^ size The vast majority are smaTl 
firms, such as retail stores (a cat^oty diat includes restaurants, beauty 
parlors, and the like, as well as drug and department stores) contractors, 
small local banks, and so on A few large firms, all corporations, dominate 
many industries In 1952 over half of the assets of all corporations were 
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TABLE 2 8 

CONCENTRATION IN SELECTED INDUSTRIES 1958 



Number 
of firmi in 
Industry 

Percent oj volue 

Output originating in 

Four Largest Eight largest 
Companies Companies 

Motor tehicles parts 

Blast furnaces and steel 

989 

75 

80 

nulls 

H8 

55 

70 

Meat packing plants 

2646 

34 

46 

Aircraft 

Paper and paperboard 

113 

59 

83 

mills 

575 

21 

34 

Cigarettes 

Pharmaceutical 

12 

70 

99+ 

preparations 

1064 

27 

45 

Tires and inner tubes 

38 

74 

83 

Plastics materials 

275 

40 

56 

Dxessej unit price 

4072 

4 

7 

Tractors 

farm machinery (except 

109 

69 

90 

tracton) 

1238 

38 

47 


soimcs U S Bureau of (he CeflJUs Slalutital Aiilract of the Veiltd Slain, 
1962 


held by the largest one tenth of 1 percent of all corporations ® And m 1958 
the 100 largest firms accounted for 29 8 percent of the assets of all Indus 
trial corporations Of the 100 firms’ total assets 54 I percent was held by 
the twenty largest firms and 22 7 percent by the four largest firms * 

Table 2 8 shons the degree of concentration of t\%’elye of the 
economy's most important industries in 1958 Note that an industry with 
many firms can still be concentrated, the motor vehicles and parts industry, 
for instance, had 989 but 75 percent of the business was done by the fout 
largest firms By contrast the four largest dressmaking firms do only 5 
percent of the business 


1959) (New York John Wiley & Sons Inc., 

,ono ct^ CoUios and L. E PitsWn Tbe S«e Structure of the Largest Finns 
1909-5S American ftanamte Revtru U 5 (December 1961) 
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in GOrERNMENT UNITS 

the topic of the role of govcmtnent in the creation and tabng 
of product IS raised, your thoughts probably turn first to the size and 
composition of ‘ the budget ” But to look at the federal budget, or nen 
the budgets of the federal government, the fifty states, and the thousands 
of local govemments, irouJd give you a distorted idea of the role of 
government in economic life 

Budgets are administrative devices The executive branch prepares 
them and the legislative brandt enacts them They include only the ex 
penditures subject to some measure of administrative control There is 
much government expenditure never included in the ordinary budget, and 
there is much expenditure included in the ordinary budget that is not m 
volvcd with product taking by the government 

Total spending by government always exceeds the budgeted amount, 
because certain trpes of spending go on regardless of the year tO') ear actions 
of administrators and legislators For instance, benefinanes of soaal secunty 
pavments receive their paments when due. but neither soaal secunty taxes 
nor parments to benefiaanes are included in the federal budget Toll bndge 
authonbes and other more or less autonomous gov emment units pay salanes 
of employees and make maintenance expenditures from their own income, 
and without year to-year review by the parent government In the calendar 
tear 1963 total federal expenditures were $115 2 billion, in the fiscal year 
1963 (which starts and ends su months earlier than the calendar year 
1963 but which is roughiv comparable), iaJftt expenditures of the federal 
government were only $92 6 billion,* 

But neither the budget expenditures of a govenunent unit nor its 
total expenditures gives an\ idea of the total amount of product taken 
collectively bv the people For example, die federal government collects 
taxes and otherwise receives money from the people, and pays it back to 
the people in such forms as social secunty benefits, veterans’ benefits, and 
farm subsidies In these cases, no product is involved The people as a whole 
have no less money than before, they can buy just as much as before Such 
government expenditures, which are called trentjer payments because they 

*Acnia!lf totrl federal goTemnieirt expcadituref were even greater lian 
$115J billion, and total nate and local cxpcnditurci were greater than the figtire re 
ported below, $64 ♦ billion. A nomber of govermaeat oniu. like the Poit Office or 
toll bndge aathormes. tell product ilirectlr to other lectort for money When 
theie onits do not earn eooogh rereDnc throng lalet to cover their eipenditnrei, 
th^ most reteiTe a subsidy from a federal, atate, or local gorerninent, at the PoK 
Office rcgnlarly doet The $115,2 biltioii fignre only includet the lobtidiet to fueb 
enterpniet, and not their total rapcoditnre* W’hen the gOTemment unit takei in 
more revenue than it tpendt, it hat a snrplms In adding up total government ex 
peodicuret, the Department of Commerce addi the total lobtidiet to government 
enterpntet and lubtracti the turplaiea. 
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Pigure 2 S 



Simply transfer income from person to person, do not reduce the ability of 
the people as a sshole to take product 

A distinction is made, then, between resourct using government 
expenditures, where the government bup a product or someone’s services 
in order fo proirje a product to the people coUectite})^ ind transfer paj 
ments where no use of resources is imolvcd In 1963 when federal spend 
mg was $115 2 billion, federal resource using expenditures—thvt i» product 
taken b) the people collectively—was only $64 7 billion A great deal of 
federal spending, then, simply involves straight pa}ments to persons or to 
ocher sectors Figure 2 3 shows what types of expenditures ire made and how 
much of each type of expenditure involves resource use Note that under 

Health Education, and Welfare, total expenditures were $26 7 billion but 

only $1 8 billion involved resource use, Ae difference being transfer pay 
ments Note that there is ver\ little difference between total spending and 
resource using expenditure under National Defence 

An interesting sidelight is that whw national defense items are 
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Fifure 2 4 


PUBLIC HEALTH 
ANO SANITATION 


EDUCATION 


PUBLIC SAFETY 
CPOLlCE FIRE PRISONS) 

OTHER HEALTH 
AND WELFARE 


HIGHWAYS 


OTHER COMMERCE. 
H0U5IN6 TRAN$PCflTAT)ON 

GENERAL GOVERNMENT, 
INCLUDING INTEREST 


OTHER 



Ignored product taken b) the people collectively through the federal 
government was worth only about $10 billion 

By contrast, total state and focal expenditures were not very much 
different in 1963 from resource using state and local government expendi 
tures, as shown in Figure 2 4 The only substantial transfer payments were 
interest on state and local debt, and state and local welfare (public assist 
ance) expenditures* The difference between resource using expenditures 
and total expenditures was only $4 btllion 

The data m Figure 2 4 make clear that the most important state and 
local expenditures are for education, with highwajs a distant second, and 
public health and sanitation close behind in third place 


•Note that report* 
for Otier Commerce, {{• 
tfalQ resource using expel 
that, as explained in too 
enterprises in these categ 
by state and local govcr 
state and local enterprises 


d figures thow that total expeoditnres for Highways and 
ousiog and Tranaportauon programs was actually less 
aditures. This strange set of figures results from the fact 
tnote 5, there were aorplusei or ’ profits” in governraent 
rones aoeb as toll highway aulboritjes. Actual payments 
•nmenii exceeded the amounts shown. As a whole, such 
bad a net aurplns of about $2 g billion. 
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Tables 2 9 and 2 10 show how government units raised the money 
to par for $115 2 billion in federal cqienditures and $62 0 billion in state 
and local expenditures in 1963 Table 29 shows that by far the most 
important revenue source for the federal gov eminent was the income tax 
The personal income tax accounted foi $57 7 billion in revenues and the 
corporate profits tax for $23 0 billion (both before refunds) Total receipts 
of the federal government amounted to only $113 7 billion so it had a 
defiat of $1 5 billion m 1963 implying as vrill be discussed in later 
chapters that the federal government issued $1 5 billion worth of new 
secunties dunng that calendar year 

State and local government units did not show such a clear de 
pendence upon a single revenue source mainly because taxes used differ 
from state to state Some states employ personal income taxes some sales 
taxes and a few both One state employs neither Some states permit local 
gOTcmments to use sales taxes, a few permit local governments to use 
income taxes But most locabnes rely heavily on propert) taxes as a revenue 
source 

One fairly important souf« of money for state and local govern 
ments is federal grants-m aid money raised through taxation or otherwise 
br the federal goiemment and giien to state and local governments (ordi 
nanlf on a matching basis of some bnd) for <peafic purposes, such as 
urban renewal, public assistance, and highway and airport construction 


TABLE 29 

FEDERAL GOVERN^^E^'T RECEIPTS. BY SOURCE. 1963 

{hdUons of dollars) 


Total expenditures 


1152 

Tax receipts 


89 7 

Personal income tax 

577 


Estate and gift ux 

24 


Coiporate profits tax 

23 0 


Excise taxes 

138 


Other indirect 



business taxes 

14 


Less Tax xrfunds 

-60 


&>aa{ insurance contn&uuoiu 


23 0 

Nontax revenue 


05 

Defiat 


14 


Vote Detail ciay not 3^4 to totals because of rooa^inj 

Socaci Dtpirtment of Coouserce, 
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TABLE 2 10 

STATE AND LOCAL RECEIPTS. BY SOURCE. 1963 

{billions of dollars) 


Total expenditures 


02 0 

Tax receipts 



Personal income tax 

34 


Death and gift lax 

06 


Motor vehicle licenses 

1 8 


Property tax 

21 0 


Sales tax 

154 


Corporate profits lax 

1 5 


Other taxes 

4 I 


Social insurance toniiibiuions 


S9 

Federal grant tn-atd 


91 

Other nontax revenue 


55 

Surplus 


24 


Note Detail may not add t» total brcauio o( rounding 
aouacB Department of Contmerce 


These grants in aid constitute a good reason «h} }ou cannot add the federal 
and state and local expenditures together to get ‘ total government spend 
ing" this $9 I billion a included in both 

ir THE REST or THE JVORLD 

The test of the \soild becomes masense a "sector” of the American 
econom) because Americans take products produced by those in other coun 
tries and provide products for those in other countries The products 
involved may be material goods or ' mendtandise’ exports or imports, or 
they may be shipping services tounsm and other intangibles Americans 
also provide and are provided nith ownership services crossing national 
boundaries 

There is no reason to expect that the product taken from the United 
States by the rest of the world will be, year m and year out precisely equal 
to the product taken by the United States from the rest of the world The 
difference if any gives rise to a finanaal relationship of some kind as will 
be explained in subsequent chapters 

In 1963 the United States provided $31,106 million worth of 
product and services to the rest of the world Of this amount the largest 
part was m merchandise exports valued at $21,357 million Various U S 
intangible products were sold for $4463 million, and the United States 
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TABLE ZU 

r-J MERCHi^DlUE mPORIS i\£> EJCFORTS 
B\ nPE OB COUUODn't 
\lO^THL'i AVERJOE mS 

I milliom it d illary ^ 


Me-nhun (ue expoiM 



Meiihandue imports 



Total 



Total 


1417 5 

A.g«Lulturai pruduets 



\,,rititltuni! products 



total 


4bo4 

total 


334 8 

Coctuii 

ibo 


Cocoa products 

11 3 


Fruits 'eg 

n 


Codec 

7^7 


Grams and 



Rubber crude 

l£>4 


preparations 

VJZ7 


bujcar 

aon 


Pac^tinghousc 



iv ool and mohair 



prod. 

IZ3 


uiiudg 

ISS 


Tobacco goods 

43 b 





^onag^ct^ltural products 


Nonognculcurat products 


total 


14K7 

1 total 


1085 ! 

Automobile 



Fur products 

10 9 


gooitj 

125 T 


1 Iron and steel 



Chemical goods 

16!« 


products 

o«4 


Cool and reined 



Other metals 

451 


fueU 

402 

1 

Paper base stocks 

301 


Iron k Steel giJs. 

574 


Newsprint 

37 3 


Macbuierr 

4334 


Petroleum goods 

1491 


Petroleum 

410 





Textiles aud 






manufactures 

575 






JJ'ote ^ubtQMl» as»v o« ajj to total* btcau** of roucdioff PetajJ wiJl not 
add to subtotal* beuau^o oulv pnocipal coniraoditto^ iro included 
sotscs Department of Comnierce 


eameii miUicn on pnvat® foretoa inve^hncnR. That same vear U S 
impom of products aitd semco amounted to S2583L miJIion. of whiuh 
$\b 76S million, the lar^T^t share, wa> for merchandise An additional 
5''—^' miUion enc for intangibles * and. $2507 million was spent abroad 
b' C.h militarv personnel. 

Fi^iure Z^ and Table 2.lt tell a Iitrie more about the uiercfaandi'e 
export and nni'ort catedorx t ^ure Z5 dtoxw the regions of the xvorld. woii 
which our trade -was greatest For ustance out average monthly imports 



I‘'l|•lllp 2 ^ 

III, ..... 

(iIiIIImMH III (|<l]lltl<) 



in miiv ml aiM l<i IiInI* Imiuh il iiniKltKa tDinimtlU 

•Ml I liitt •»» ml Imlmlnl . . , .. . ,.,1 

iiDill It (.ninniril»i Ituihflt ('iilt linrlttiHtitll, Mny IV'I 
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of merchandise in 1963 were $428 5 milliofi, of this, $446 8 million was 
spent in North America, and another $400 8 was spent in Europe 

It IS interesting to note that most of our trade was with industrial 
ized nations, not with the newly independent, underdeveloped countries 
Our most important trading partner in 1963 was Canada, from whom we 
imported at a monthly rate of $319 1 million, but second was Japan $124 8 
million, third fourth, and fifth were the United Kingdom, $89 9, West 
Germany $83 6 and Venezuela, $78 1 Our exports show this pattern even 
more strikingly Of $1,934 0 million wordi of product exported monthly in 
1963, Figure 2 5 tells us that $589 0 million worth went to Europe, and 
$485 4 million worth went to North America An additional $141 5 million 
worth went to Japan 

Table 2 11 indicates what t)pes of products the United States im 
ports and exports Our most important exports are machinery, chemical 
products and gram products Other than petroleum goods, our most im¬ 
portant imports arc shown to be a number of products that the United 
States cannot produce at all or can produce only with great difficulty, such 
as coffee, sugar, and various minerals 

These, then, are the four sectors of our economy, and the cast of 
characters for a study of macroeconomics No student would be wise to 
proceed m a course in which they are the principal subject matter without 
at least becoming acquainted with them And a wealth of understanding of 
cur economy can come from each new review of the basic data. 
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SERVICES, PRODUCTS, 

AND PRODUCTION GROUPS 


Individuals and families perform producuve services so that they may take 
the products created through the services of others So much was said tn 
the first chapter, but it was also noted that the type of service performed 
often involves participating in one highly specialiaed stage m the produc 
tion process You might help manufacture cars by sweeping floors m the 
office of executives who manage the coal mines that supply the coke for the 
furnaces of the steel milts that supply the steel for automobiles Or you 
might help produce television sets bj typing letters for the broker who acts 
as an agent for the insurance company that insures a television manufacturer 
against fire Or you might be an attorney, with a one man business 

Getting product to the public u a highly complex and involved 
business For any given final product it may involve many industries many 
firms within each industry, many stages within each firm 

“Product" 

When a person works for a living the product he expects to take in 
exchange for his services does not in his eyes consist of swept floors, coal, 
coke or steel, but of automobiles, it docs not consist of typed letters, or of 
industrial fire insurance, but of television sets, it may or may not consist 
of the services of an attorney, but in point of fact most legal services are 
sold to firms or other groups who in turn create final products for the 
public But these ‘ intermediate'* products arc paid for by the public, since 
the terms on which final products arc available reflect the costs of inter 
mediate stages or goods, that is, the price of final products will include 
payments for all the services provided in connection with bringing the 
product to the public throughout all stages of production 
40 
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When you perform services and thereby create a product, you mean 
by “product” vrhate\er benefits are formally recognized as arising out of 
your proMsion of seivice It may medude nc%r buildings neiv automobiles, 
bread tooth extractions and piano concerts Note the words ‘ formally 
recognized" the implication is riiat you are paid in some manner for 
creating the benefit You might at' with your neighbor’s children while 
he and his wife take in a movie If he pars you, your babysitting is formally 
recognized as a product If he does not reimburse you m any way you haie 
nevertheless created the benefit but you cannot call it an economic prod 
uct Education provides another example You may acquire knowledge in 
a number of wavs but far from all of these enter fotmally into economics 
If you attend school your educanon is a product because your teacher and 
many others arc paid for their part in educating you ^Vhen you acquire 
knowledge through informal com ersaoon with your neighbors fnends and 
family the benefit still exists but there is no economic product Important 
benefits often anse out of acntily that cannot be classified a> economic 

In these pages the act of buying final product by the public will be 
described by the expression “tahng product" father than by the more 
familiar “consumption ” Experience has shown the expression ‘ consump¬ 
tion” to be confusing because of its ambiguity The irnplication of the word 
“consume” is that product is “used up” or ‘ devoured", but economists arc 
not ordinanly concerned snth the ‘using up” of final products, but are 
instead more concerned with the act of bupng the product Unfortunately, 
the term “consumption” is widely used to mean ttthtr the tabng of product 
or using It up Sometimes the two processes occur simultaneous!} when you 
“take” a i acation, you also use it up But more often the two processes ate 
distinct, when you buy an automobile you do not expect to ‘ consume” it 
immediately ^^^le^ you come across the temi “consumption ’ in economic 
literature or in joumahstic accounts, make sure in which sense it is being 
used 

Take note also of the use of the term “product” in these pages 
"Product" can be a singular noun, as m “aproduct ’ or ' several products”, 
or It can be a collective noun, as in “total product.” In the latter sense, it 
subsbtutes for another familiar expression, “goods and services,” because 
the term “service” is used to describe what you do rather than what you 
get, and to use it m bodi senses would involve another ambiguity 

^'Servtce” 

How IS product created^ The quesQon might be asked in another 
way What kinds of services can you provide for which you are paid * You 
create product m cither of two general ways, by providing cither of two 
lands of semces: 



42 ECONOMIC PROCESSES-TIIE LEVEL OF ECOVOMIC ACTIVITY 

I LABOR SERVICES In ccoRomics the pay for labor services is ordi 
narily called wages whether the reapienl is a commissioned salesman a 
salaried executive or an hourly paid production worker 

II OWNERSHIP SERVICES In the U S economy people are often 
paid for owning something and are hence said to be providers of ownership 
services You can own financial instruments such as bonds or savings ac 
counts for which jour pay is ordinarily called interest or financial 
instruments such as stock certificates for which your pay is usually called 

profit or jou may own the title to a building or other property that you 
let someone else use for which your pay is usually called ‘ rent ’ ‘ 

It IS possible for economies of different types to determine how 
much product each person can lake in different ways For instance a 
primitive tribal economy may determine each persons share largely bj 
long standing tradition Another possible method is suggested by the famil 
lar slogan of communism (but aol Soviet practice) of from each according 
to his ability to each according to his need —meaning that each person can 
take as much product as he needs without regard to how much service he 
provides 

In the United States and in most economies the general rule is to 
each accord ng to his contribution —that is the amount of product you can 
take IS equal to the amount of product you produce This is not the only 
possible method for determining each person s share of total product it 
happens to be the method we employ^ 

Thus in the United States if a person is paid for what he does that 
payment is formal recognition of the performance of some service If a man 
IS paid $100 for labor or ossnership service that payment means that he 
has been credited with performance of $100 worth of ownership or labor 
service and creation of $100 worth of product, and he can consequently 
take $100 worth of product This formal recognition implies no value 
judgment nor docs it suggest the actual consequences in terms of output 
of the man s activity He may have loafed all week but still received $100 
m wages he did nothing at all but is formally recognized as having pro 
duced $100 worth of product 

*The expressions profit, intercit leot are used here in the same vray 
commonly used in everyday apeecb Note however that the expressions when used 
this way have no prtcin mean ngs For natance i( you hold a savings account of 
one h nd your pay is called imerett’ but if you hold a savings account of an 
other li nd (sC a mutual savings and ioaii assoc abon for uLslaace.J yui» pay u 
called a dividend —a terra usually associated w th profit If you own a bu Id 
ing and let others use it m exchange for money you are said to receive renf 
but if Instead you owo a share of a corporanon that owns the bu Idiog youi pay 
IS sa d to be profit Econom sis have for these reasons developed more precise 
definit ODS of these terms defintions that need not be used in this context but 
that w II be necessary in m croeconom c analysis 

^ To each according lo his contr bnt on is the general guiding principle 
of most modern econom es but in prict ce it is mod fied by such insututioos as 
progress ve income taxes and public welfare programs 
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The idea that actual work involves the creation of product ivill 
come as no surprise and will be readily accepted But the idea that owning 
something such as a financial instrument, also is a productive service may 
be intuitively resisted Later in diis volume, it ivill be shown how the 
ownership by an individual of a finanaal instrument can correspond to the 
ownership by a production group of some productive asset But this is not 
the place to defend the idea that owneiship can be a productive service All 
that need be said is that in the U S economy, people arc paid for owning 
things, that payment itseH constitutes formal recognition that a service 
IS being performed 

1 PRODUCTION GROUPS 

The number of final products produced through the efforts of but a 
single person or family is quite small Usually people organize into groups 
or supply services to already organized groups, instead of going into bust 
ness for themselves Of course, there arc still many individual or family 
firms, notably farms, small retail stores one man barber shops and occa 
stonal professional men who work alone But by far a greater percentage 
of business activity is conducted through formally organized production 
groups,” including the several forms of business organization many types 
of government agenaes on all levels of government, and several other types 
of groups of less economic significance, such as churches and pnvate educa 
tional msDtutions 

Even the one man and one family firms have to be formally con 
sidered as production groups Recall that the individual as a provider of 
services and as a taker of product falls into one sector, the people, but hts 
firm—even if he is the only owner and only employee—falls into another 
sector, private business He provides labor and ownership service to his 
firm, and can as a consequence rake product 

A Prtmilne Example 

The idea of a “producDon group,” as well as a number of important 
points which come up later may be clarified by a primitive example Sup 
pose a small group of people deadc to join together to produce bread 
Formerly, each produced his own bread—growing the grain, milling it and 
baking the bread, but they now deade to do the same thing jointly, in the 
belief that they can be more efficient if cadi person specializes m what he 
does best. 

The baking of the bread is a joint effort, so that what is produced 
by a single individual cannot be idenofied After it is baked, the bread 
belongs to the group—a “production group ’—^jointlj The group must m 
some way determine how to divide riic bread among Ae participants It may 
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decide to divide it equall), so that, for example, each of eight persons would 
get five of fort) loaves baked It may instead decide to divide it according 
to need, or according to an estimate of how great a contribution each mem¬ 
ber made to its production 

Each member, then, will have a claim to a certain amount of bread 
And the total amount of claims to bread allocated among the members 
must of course, equal the total amount of bread produced This is true 
even if the production group is “owned” b) one of the members, and the 
others “work for" him The total of claims to bread allocated among the 
members cannot be other than the total bread produced Once all members 
receive the bread to vchich they arc entitled, no claims to bread will remain 

Now suppose that instead of dividing up the bread among the 
members, the group decides to sell it to others for money The members 
are in that case not allocated claims to bread; but they are still allocated 
claims to the value of what they have produced They have a claim to the 
money received in sale of the bread Yet it still must hold that the claims 
allocated cannot possibly be different from the value of the product—the 
amount of money received in exchange for the bread This is true, even if 
one of the members is the group's “owner” (his share is “profit") and others 
are “emplojees" (their share is “wages") However complex may be the 
organization of a production group, its essential character remains it is an 
organization, formal or informal, of people, m which they can jointly create 
some product to which they jointly have a claim 

Production groups, then, are organizations, formal and informal, in 
which people join their labor and ownenbip services m the creation of 
product There are great differences, however, among production groups— 
differences in the manner of their o^anization, their positions before the 
law, and their formal relationships with other production groups And 
these differences are over and beyond the obvious differences in size of group 
or in ^pc of product created 

JVhat Constttutes a ProdiicUon Group 

With very few exceptions, people in the United States create product 
as members of production groups Sometimes a single person wnll constitute 
a production “group", but more often it wnll consist of several persons 
whose various services are combined to create product The typical produc¬ 
tion group acts as a unit, m the sense that the product created is usually 
thought of a a “group product" rather than the product of separate indi¬ 
viduals You do not attempt to identify personally all the people who con¬ 
tributed to the production of the pen jou have in jour pocket or purse; jou 
say It IS made by “Parker Pen Co ” or some other production group The 
product IS considered jointly created, and is offered as a group product to 
individual buyers or to other production groups 
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You are a member of a produchon group if you contribute directly 
to the product of that group \ht test being whether you are paid by that 
group Note the words contribute directly you might contribute to the 
production of automobiles by mining coal but your contribution would not 
be a direct one and vou would not be paid by any automobile firm Claims 
mav be allocated to you for your labor service or for your ownership of 
financial instruments—stocks bonds and the like—issued in the name of 
the group You become a member of a group then when you work for it 
or when you own a financial instrument issued in its name 

Membership implies nothing soaal and can mean quite different 
types of association for different persans You may work for a firm for a 
day while someone else may have worked for the same firm for fifty years 
You may have been given a share of stock in a firm at birth and have held 
It faithfully ever since someone else mav have just bought 100 shares of 
the same stock on the Pacific Stock Exchange and sold it moments later 
on the New York Stock Exchange at a profit You may not be very much 
concerned with the fortunes of your production group and are ready to 
leave whenever you get a better offer a fellow worker mav identify him 
self quite personally with the group—he mav be a company man 

Moreover you may easily be a member of more than one production 
group at the same time A few people work for nio or more companies 
you may only work for one but hold financial instruments issued by an 
other Or you may not work at all but hold financial instruments issued 
by several firms 


Relations between Production Groups 

Production groups deal with one another largely on the basis of 
purchase and sale to combine the product created by separate production 
groups Often one group buys matenals from several other groups com 
bines and fabricates the materials and then passes title to the combined 
product to another group If you arc a member of a group concerned with 
one of these early stages of production (perhaps your firm extracts pro 
cesses and sells raw materials ) you might try to identify the final 
product or products with which your group is associated Sometimes a 
group will add value to a product without ever taking title to it it maj 
never even handle the product A railroad for example transports ma 
tenals but it does not own them an advertising agency according to 
economic criteria, adds value to pioducte but it docs not handle them 
Groups may also deal wjfh one another to combine personal services A 
firm may buy legal service from a law firm engineering service from an 
engineering firm or management service from a management consulting 
firm 

One production group is often said to own another production 
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group, in the sense that it holds in its own name all or a major share of the 
stock certificates issued by the other gnnip Such a group might be called a 
parent firm or holding company, and may own stocks issued by several 
production groups Such a method of organization may reduce the inde 
pendence of each of the subsidiary groups, but it also provides a basis by 
which the administrators of one group can supervise the activities of all 
the groups How closely "parent firm” management supervises the activi 
ties of subsidiary groups vanes considerably among such combinations 
Sometimes the arrangement allows such a highly integrated operation that, 
for all practical purposes, the entire combination of production groups 
might be regarded as a single firm In other cases the holding company 
may try to exert little or no influence over the activities of subsidiaries, and 
merely holds ownership shares for profit purposes 

Obviously, what may be called a single production group must be 
fairly arbitrary Some firms operate in all stages of the production process, 
mining or otherwnse obtaining directly the ingredients necessary for fibn 
cation, fabneating the product themselves packaging it, distributing it to 
retailers and perhaps even selling the final product to the public through 
their own retail stores The A&P grocery chain does much business on 
this basts On the other extreme, a firm might be engaged in one highly 
specialized task in a complex production process, such as stamping gold 
letters on book bindings Legal, rather than economic, criteria are applied 
{R defining a production group in these pages, if the courts recognize a 
combination as a single firm, it will be regarded here as a single production 
group, even when several firms combine to operate as if they were a single 
firm if the law regards them as separate ennties, they must be regarded 
here as separate production groups 

Types of Production Groups 

Production groups may be classified in several ways depending on 
your purposes You might want to classify them by size, by age, by type of 
organization, and so on Two common ways of classifpng production groups 
are (1) by the type of function they perform, such as mining, raanufactur 
ing transporting, retailing and the like, and (2) by the type of product 
handled such as food products, clectncal appliances, and hardware A 
classification by function might reveal that in the twentieth century, the 
number of people engaged in the “service trades” has been growing more 
rapidly than the number of people engaged in manufactunng, and that the 
number of people engaged m agnculturc has been declining A classification 
by type of product could be used to compare pnang practices, sales pro¬ 
cedures and finanaal methods m different industries, for instance, a 
companson would show that die steel industry behaves quite differently 
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from the textile industry m these respects In this chapter, attention is 
centered on another tvpe of dassificatiOR scheme how production groups 
are organized 

Regardless of how they are organized, all production groups have 
some features in common They all have some kind of arrangement for 
holding assets (property) in their own names But what the “arrangement’ 
will be in each case depends on the form or organization All production 
groups hav e a method for ‘ making both ends meet, ’ that is making the 
value of the product equal to the value of the claims allocated to those who 
prov ide sen ices Different types of groups, again, employ different methods 
And all production groups have a method of choosing administrators, once 
again the technique vanes depending upon the formal organization of the 
group How diSercnt types of organizations carry out these basic tasks will 
be outlined bnefly 

A AN ARRANGEMENT FOR HOLDING ASSETS Production groups hold assets 
in the name of the group Some assets may consist of productive faalities 
(bulldl^g^ eqijipment^ and the like)» but produenoG groups also hold 
other property classed as assets, including monev and finanaal assets 
in the broadest sense (including of course such things a» bondv or notes but 
often also including less formal obhgabons, such os the unpaid bills of cus 
tomers) Production groups usually also have Iteiihties they have obliga 
bans to pay other gtoupa or individuals, either immediately or at «Qme 
future date They may have i>$ued bonds, borrowed from banks, or bought 
Aings on credit, they probably have unpaid bills and salary obligations 
as well 

but a few exceptions, the value of a group’s assets will be 
greater than the value of its liabilities, diat is, if the group could sell 
everything it had of value, and if it could collect on all its claims against 
others, it would still have something left after it had settled its own obliga¬ 
tions \Vhat would be left over should dearly belong to the owners of the 
production group (holders of stock certificates, for instance) But some 
Dmes there are no "ownen” in the usual sense For instance, who “owns” 
a church^ But \{ a church should sell its assets and paj its creditors, it will 
usually have something left over ^Miether there are "owners” or not, the 
diHerencc between assets and habiLttes represents the ‘ net' value of assets, 
after obligations have been deducted, and is called net wortft Net worth is 
held in diSerent ways by difierent trpes of groups 

1 Pmalely Ouned Net wordi of a production group may be 
“owned” m the usual sense, that is, the production group may be a private, 
profit seeking firm Most production groups in the United States are of 
this sort The net worth of sudi groups is owned pmately, by individuals 
(or by other production groups, which are in turn owned pnvatelj) for 
the purpose of pm ate gam 
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2 Trusteed Net worth of a production group may be held by a 
board of trustees or similar group Sudi i$ the case with “private” or “inde¬ 
pendent” universities and with many churches The net worth is “owned ’ 
by the board of trustess as a group, but none of the individual trustees owns 
anj share of net worth as a private individual As individuals, trustees can¬ 
not sell shares nor do they hold shares foe personal gain In fact, there 
ordinarily are no shares” at all, the institution as a whole is ‘owned” 
by the board of trustees as a whole Somewhat different, but under the same 
general heading are mutual savings banks, mutual insurance companies, and 
the like which are nominally “owned ’ by depositors and policyholders 

3 Held tn Common Net worth may be 'held in common” For 
example citv governments are said to “own” buildings, trucks, parks ma 
chinen and the like In contrast with pnvate firms, there arc no shares 
held b} individuals, and, in contrast with groups headed by boards of 
trustees there are no speafically designated individuals to hold net worth 
as a group The net worth is said to belong to ‘ the people”, but govern 
menl units do not often even attempt to place values on commonly held 
net worth so vou will find no record m the state building aty hall or 
country courthouse of how much net worth “the people” hold in com 
mon much less what your own share is 

B A METHOD FOR MAKING BOTH ENDS MEET You have already noted 
the requirement that all production groups allocate claims equal to the 
value of product created That is a production group must pay for serv 
ices what it is paid for product In this sense, each group must 'make 
borb ends meet But different types of production groups use different 
methods for maintaining this equality between the value of the claims it 
allocates and the value of the product it creates 

1 Profit and Loss The profit and loss method is used by producDon 
groups that have privately owned net worth Since privately owned business 
firms are of the greatest economic significance of all types of production 
groups this method is discussed in some detail 

Most members of any production group, no matter of what type 
want to know in advance at what rate they are going to be paid You do not 
take a yob with a firm unless you have a pretty clear idea of your vvage 
kou would be prettr dubious if the groups managers told you, “Wait and 
see how well the product sells, if we arc successful, you’ll do well, if we 
aren’t we mav not pay you at all ” Nor would you buy a bond without a 
clear idea of what you would be paid for owning it 

Yet the producOon group does not know the value of the group's 
product until after you and other members have provided your services 
and after the product has been sold The value of the product created must 
be equal to the claims allocated, insist on having jour claims allocated 
in adtance even though the group does not know the value of the product 
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in advance Administrators have a dcasion mafcmg problem they must de 
Cldc on the rates at rvhich claims will be allocated before they know what 
the value of the product will be 

Moreover administrators do not know with precision what quantity 
of services will be needed to produce an unknown (or even a known) 
quantity of product 

How can such decisions be madc^ The problem is not usually as 
great as it may seem Administrators while they may not know the exact 
value of the product m advance usually have bases for making fairly close 
estimates They attempt to predict the pnee at which the product will sell 
and die quantity that can be sold at that pnee Then on the basis of past 
experience they can estimate the quantity of labor services that will be 
required and the quantity of productive equipment they will need 

The administrator usually sets forth these estimates m a more or 
less elaborate budget Budgeting has become an important feature in the 
operation of many business firms as a method for making both ends meet in 
a satisfactory way 

In privately owned bus ness firms however both ends must meet 
whether or not there is a budget Some but not all rates of pay will be 
determined in advance before the value of the product has been determined 
The rates of pay of the owners of net worth—the proprietors partners or 
stockholders—are not determined m advance When the value of the 
product exceeds the claims already allocated to workers and bondholders 
the owners of net worth have a praft their pay is a residual —they get 
what IS left over Occasionally the value of the claims already allocated at 
rates determined m advance will exceed the value of the product created 
and there will be losses or negative profits 

While other rates of pay are determined in advance then profits 
are a res dual share There is no reason hoivever why the method described 
must be used by privately owned business firms Economic organization 
could conceivably be such that the owners of net north would be guar 
anteed speafic rates of pay in advance and the providers of labor services 
owners of land or some other group might divide the residual and hence 
be the nsk takers In fact the consumers cooperative provides a manner in 
which the buyers share the residual What is necessary is that someone re 
cell e a res dual share dividing profits or losses so that both ends may meet 
In the economy of the United States under a capitalistic economy it is 
the capitalist’—the owner of net worth—who is allocated the residual 
profit or loss 

The descnption of profits as a residual share might seem to imply that 
the size of profits is a mere acadent this is not entirely true WTiile profits 
may sometime be much larger than expected (as may losses) admmistra 
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tors usually direct their efforts to achieving their profit objectives, and the 

policies of the firm are m atched very closely in order to attain this goal 

When a firm makes a profit tfieic is an automatic increase in the 
value recorded for net worth In the first instance, the profit will take the 
form of an increase in the firm’s assets such as when an inventory or con 
sumer product purchased for $5000 is sold for $6000, in place of an asset 
—inventory—valued at $5000, there is another asset—money—valued at 
$6000 Whenever assets are increased and liabilities are unchanged (as m 
this example), the value of net worth is automatically increased, since net 
worth IS always obtained by subtracting liabilities from assets The firm 
has not yet paid any dividends (and may never), but the owners of net 
worth hate been paid, since the value of net worth has been increased If 
they are subsequently paid dividends, they will be paid money, thereby re 
ducing the firm’s assets, the reduction in assets, with liabilities unchanged, 
will automatically reduce the stated value of net worth 

The policies of different firms vary with respect to transferring 
money to the owners of net worth Propnetors of individually owned 
firms and partners in partnerships usually take profits out monthly, or 
even more often Corporations most commonly pay cash dividends every 
three months or every six months Some highly profitable corporations 
pay little or no dividends, shares of stoefc in such corporations are known 
as “growth" stocks since payment to the owners takes the form of regular 
increases in the value of the stock, rather than periodic money transfers 
Larger corporations adhere for fairly long periods of time to predetermined 
dividend policies, making quarterly payments of, say, 50 cents per share 
even when profits arc above or temporarily below that amount 

When there are losses (that is, when the value of the product ere 
ated IS less than the claims of those whose rate of pay was determined in 
advance), the stated value of net worth declines, because assets decline in 
value relative to liabilities The effect is to allocate “negative claims’ to 
the owners of net worth 

2 Surplus and Deficst The surplus and deficit method is used in pro¬ 
duction groups having trusteed net worth, that is net worth held m the 
name of a board of trustees Little tunc need be spent on this method, both 
because it is less important quantitatively than the other two, and because 
It is very little different from the profit and loss method just described 

Some trusteed institutions create and sell a product, others can 
not be called production groups, and will not be discussed here Prnate 
hospitals and universities arc engaged in creation of salable product and 
use the surplus and deficit method In addition some government corpora 
tions and authorities such as toll bndge authorities and the TVA do not 
receive regular appropriations from political jurisdictions and m fact do 
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not tntci into nn) pAfinincnt budget but iOMcid bi'c ibcu own Inulpct^ 
Riui u<e the vitne <iirplii' nntl drhcit method of imVing both endt meet 

Like pn\itr linii' truslcnl in^titutiom nnd piihln. nuthoritie< ln\e 
to nWicilc climw at rnlr« dctennined before the proiUut vmvtcvl nnd 
It'S Mine detcrnuncil Those who «uppK Inbor 'crMsf* to or biij bond' 
fnnn nn mdcpeiulent ho'pital feel no differently about n'Mired rate' of pn) 
thin do employees of private proht miVinp linns And as in pn\ate finm 
there mav bi (and ^rncnlly is) n diflerence letvvrcn the v due of the prod 
net nnd the value of tlie predetemiined claims The difference is not called 
profit or lovs smic for the mosi part these groups are organitrd on non 
profit bases tlic words cutreot surplus and ‘curteiit deficit are used 
instead carrying the same genenl meaning as profit and loss 

Like private firms these institutions and authorities liavr assets 
ami like private fitnvs tht\ account (or their fthihty to hohl assets \>) means 
of lialilitics and net worth A current suqdiis take* the form of an in 
crease in the value of assets resiiltiiv m nn addition to the stued value 
ol net worth (and a defieat Teduers net w«>rth) lint nnhke piivatc htms 
these groups do not ordmaril) rcdiicr the net worth bj the ('avmeiit of 
cash dividends to am one 

3 tiPfietruihoii The apprsvprialioii method is used hj groups tint 
have net worth held in common that is h) government units (other than 
the independent lUilliuntics just mentioned) 

llj and large production groups for which the net worth is hehf in 
common are gov ernment units that do not trll ii product i hese groin s do 
not make the value of claims cipial the v due of tlic product b) an adjust 
ment m the stated value of net worth, in lict, most government units do 
not rr\oft the value of assets liatduics and net worth in anj tjjc of 
balance sheet and net w orth has no statcdvalue’ 

Tlie method these groups employ to make hoth ends meet is auii 
plctcly difletcut, then feem that employed by the first two types of jwo' 
duction grouj s 

The usinl procedure is this Administrators set forth in ii Iv mcc a 
budget giving the value of tlw claims they expect to iissigiv to those who 
perform st rvice in the group (the cxjKcted cajciulitures’ ) and the prod 
net they expect to create T he budget is submitted to some legislative body 
(Congress state legvslvtute, city cmmnl) (or revision or approval The 
legislative body makes an ippropriation equal to the expenses shown in the 
final budget It is the afi/>ro/<natioH and not the 1 iidget that is tlie special 
feature of this type of wrgamTation Beginning with the np| ropnalion 
there arc two possible courses 

I he ndnunistfafofs may be prohibited from alloentiiig claims in 
excess cvf the amounts biidgeteil Both ends meet—the amount nj'proptiatcd 
nnd the value of the claims nllucatej When this practice is followed, the 
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government unit involved has an effective lunit on its activities, the nature 
or size of the product is controlled by the madiinery of appropnation 

On the other hand there are government units that cannot operate 
well under such limitations. They hare an obligation to provide a particu 
lar product for the atircns and must do so however mudi the cost of 
do ng so may vary For example, a umt maj be required to remove snow 
from atr streets. In sudi a case it could not be given a severe limitation 
on the amount of claims that might be assigned because budget maters 
never know how often or how mud) it will snow In these cases adminis¬ 
trators are giv en more discretion in detcrniming what the value of the 
product will be. If the administrators find that the product that is desired 
will require the allocation of a greater amount of claims than was ex 
pected the budget will be revised, the value of the claims that had been 
assigned may be supplemented with a defiaency appropriation ’ 

Either there must be some flexibility m the nature of the product 
that is to be provided or there must be some flexibility tn the value of 
claims the administrators can assign. Otherwise, the administrators may 
be faced with an impossible job tn their task of making both ends meet, 

C A METHOD OF CHOOSING AD'lINISIltATORS All ttpeS of production 
groups need adminutrators whether these are to be called management, 
asm bigger businesses the boss as in smaller businesses the administration as 
m colleges and universiQes or department heads (or bureaucrats) in gov 
emment agenoes Each tvpe of production group has a somewhat diffesent 
method of choosing adm mstrators. 

The owners of net worth have the task of choosing the adminutra 
tors of groups whose net worth is privately owned In fairly small firms 
owners and administrators are the same people. In the corporate form 
(which will be discussed in detail) the owners elect a board of directors 
the board of directors then represents the owners in appointuig the admin¬ 
istrators. CorporaDons varv widdy however in the extent to which actual 
practice corresponds to legal presenpnon. In large corpora&ons the di 
rectors and administrators tend to form self perpetuaong bureaucraaes and 
owners of net worth have Lnic to say about who the administrators will 
be, except in the occasional event of a “stoclholders revolt.' 

The adnunistrators of a production group that has trusteed net 
worth arc dioscn by its board of trustees. In some cases, the board of 
trustees itself is a self perpetuating body the members select thor own sue 
■wsfiftfK,. kti xfik/K ttfses, v!bv trostns xn: appwTftti kiv a cornjAex ^-^irm it 
signed to get representaOon for a number of viewpoints or interests. In the 
caacs of government corporations or authorities, the trustees are appointed 
by politicallv elected oScials. 

Some administrators of gov ernment units (other than government 
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The typical proprietorship i$ a small business whose owner also acts 
as manager (and sometimes the onl) provider of labor service) The owner 
may keep a record of the assets of the business separate from his personal 
assets, but legally the two are not separated All the profit is allocated to 
him, and he must pay personal income tax on all of it Similar!) all the 
firm’s losses if it suffers any, are allocated to him, this point of law is quite 
important for it means that if his finn suffers major losses the owner may 
lose his entire personal fortune including his house car, savings account 
and the like If he allows someone else to run his business for him, he is 
in effect putting his entire estate in his employee's hands 

When the owner dies, his beneficiary or beneficiaries become the 
owner or owners of the firm’s net worth H his beneficiaries are incom 
petent or quarrelsome, the firm may fail 

The amount of a proprietorship’s assets are limited by the owner's 
own personal wealth perhaps augmented by what banks or others may 
lend him Thus it is rare that you find a very large firm of the proprietor¬ 
ship form If a proprietorship has prospects for grow th but the owner finds 
the firm’s expansion checked because his own assets arc limited he may try 
to borrow, however, he will find others cautious about lending to him be 
cause his own life is uncertain and no one knows what will happen to the 
business at his death Even if the owner does not die he may become dis 
abled through a heart attack or an automobile accident Lenders are re 
luctant to nsk very much when so much depends on one man If he wants 
his business to grow, the owner eventually may turn to a partnership or 
corporate form of organization in order to expand his firm s assets 
B FAKTNERSHIPS The partnership form of business organization is simi 
lar to the proprietorship form but the net worth of the firm is owned 
by two or more persons There arc various types of partnership arrange 
ments Each partner may have an equal share of the net worth of 
the business, or the shares may be unequal with the partnership agreement 
specifying for example 10 percent 15 percent 25 percent and 50 percent 
shares respectively for each of four partners The assets of the firm will 
again, be recorded separately from the personal wealth of each partner, but 
ordinarily each partner is liable to the full extent of his personal wealth 
for the obligations of the partnership There are exceptions to this rule 
however the partnership agreement may specify that certain partners (but 
not all of them) have limited liabili^, and can lose only as much as they 
have voluntarily invested in the firm 

Most partnerships are two or three man concerns, many of which 
have grown out of proprietorships Propnetors often deade that their 
chances for success or growth would be enhanced if they took partners by 
combining their assets and their talents the partners may be able to pro 
vide a bigger or better product than each could provide separately And 
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Since each partner usually has unlimited peisonal habihtj for the debts of 
the partnership they may find lenders less hesitant to lend than reould 
be the case for a propnetorship 

But partnerships are difGcult to hold together ^Vheneser a partner 
mthdraws the firm must be dissolved Jt may be reorganized promptlv but 
m smaller businesses reorganization » not always possible or simple People 
tnae be reluctant to nsk their saniip in a business in which others share 
authority and profits, and m which any partner mar cause senous dis 
turbance br withdrawing or threatening to withdraw from the firm 

Partnerships are most frequently found m activities in which con 
tenuity of operateon is not of critical importance, such as the wholesaling 
and retailing of some products and the provision of such professional scrv 
ices as law and medicine In the professions especially, the partnership form 
has taken the status of a tradition, with the corporate form so rare as to 
be an oddity But in most types of business activity, partnership imposes 
severe handicaps and limitations for haimomous and continuous operation 
Many of the difficulties inherent in the proprietorship or partnership are 
overcome in the corporate form 

C coRPORATioss Some firms that for all practical purposes appear to 
be propnetorships, in the sense that they have a single administrator 
and virtually a single owner are legally organized as corporations And 
some firms that are operated as partnerships, in the sense that but a few 
people combine their talents and assets to run the firm, are also legally 
organized as corporations The corporate form of business organization, 
which IS often thought of as the organization form of Big Business, has 
many adv antages for firms of any size 

The principal disQnguishmg charactcnsiic of the corporate form of 
organization is that a corporabon’s assets and liabilities and those of the 
owners of a corporation’s net worth arc I^Ily separate While proprietor¬ 
ships and partnerships have no legal e’cisteooe of their own, and are re¬ 
garded by law as activities of their owners corporabons are treated by 
law as if they themselves were separate “persons ” The importance of this 
feature will be obvious when it is recalled that the owners of the net 
worth of propnetorships and roost partnerships have ‘ unlimited liability”, 
that is, any losses the firm suffers must be made up out of the owners’ 
own assets as long as they have any Owners of the net worth of corpora 
tions, on the other hand, have “limited liability”, any losses a corporation 
suffers must be made up out of the corporatioa't assets, as long as it has any, 
but the owners of net worth cannot lose more than the value of net worth— 
that IS, their shares of net worth may become worthless through the bank¬ 
ruptcy of the corporabon, but they are not personally liable for any losses 
A corporabon Comes into eiastence when the owners of the net 
worth of a production group arc issued a corporate charter by one of the 
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states or in speaal cases bv the federal go\ eminent. The charter itself 
IS the rn'tninient that legally audionzes the production group to enter 
into a speafied type of bus ness (usually quite broadlj stated to allow for 
flexibility) and to mate a legal separabon of the assets and 1 abilities of 
the firm from those of its myners. The net worth of the firm is divided into 
equal shares usually called shares of capital stocL Once the corporation 
has been organized the ownership of net worth may be transferred through 
the sale of shares by the onginal owners without forang the dissoluQon or 
reorganization of the firm The corporation s legal existence is separate 
from and independent of the legal positions of its oiyners. 

Some major adi antages of the corporate form of organization over the 
propnetorship or partnership forms can be exploited by owners of small 
firms The limited liability feature reduces the nst of entering into busmess. 
Moreoi er no owner of net wnith need be concerned about the withdrawal 
or death of one oiyner whidi m the partnership form would force a dis¬ 
solution or reorganization The life of a corporation is often said to be 
permanent although of course it is doubtful that any firm will contmue 
operating forever 

^^^llle larger businesses also secure these same advantages from the 
corporate form for these larger units the diief advantage of incorporating 
lies elsewhere with the proprietorship and partnersh p the net worth of the 
firm IS limited to the assets of one or a fevr persons and die aze of the 
firm 18 limited ^^*hen the corporate form is employed the wealth of literally 
thousands of per^ns can be used by a angle business firm. 

The advantages described apply to firms engaged in all bnds of 
activities. The corporate form is more than an adv antage and is almost a 
necessity however for bnds of econom c acbvitr in whidi continuity of 
operation is important. In noncorporate forms the danger of dissolution is 
alvravs present but a corporation s fortunes are not Imfced inextricably with 
those of the owners of net worth 

One other key feature of the corporate form merits discussion 
"While It IS always poss ble for propnetors or par&iers to hire managers to 
operate their businesses, most sudi owners of net worth are usually dis 
inclined to abdicate completely a role m the supervision of their firms be¬ 
cause the unlimited liabibty feature means that personal rum for the ovmer 
could result from mismanagement of the firm In corporations the owners 
of net worth rarely display commuing interest m mfluenang management 
pobey and those vrho actually administer the firm often own only a small 
number of shares. (It is usually wi«e for them to ovrn some shares if only 
for die sate of appearances but some adnunistrators own no shares at all ) 

This opporrumty for separation of administration from ownership is 
another diaractenstic of the corporate form diat mates that type of or 
ganization attractive for large business ventures. Through the corporate 



SERVICES. PRODUCTS AND PRODCCTtO'. CROUPS 57 

device those who have talents as admiRistrators can secure positions even 
though they have little personal wealth And the reverse is true those with 
substantial personal wealth can become owners of net worth but take no 
part m administration Often persons of substantial personal wealth can be 
ownets of part of the net worth of several firms therebv reduang their 
own risk of a large loss thev could not do this easily if they felt required 
to take a supervisory interest in all the firms in which thev had an ownership 
interest If a per«>n had to be both an administrator and the owner of net 
worth in order to be either both admimstratioo and ownership of net worth 
would most likely be done less adequately 

Ownership of shares of net worth (stock certificates) may be 
transferred with no change m administrators and the administrative staff 
mav be changed without change m the ownership of net worth Owners of 
net worth and administrators withdraw from the firm or die and new ones 
come to take their places The firm g'>es on 1 here may even be simultaneous 
changes of major proportions in the persons who own net worth and who 
administer a firm with ver} little change m the operation or policy of the 
corpatalion 

From the point of view of both the administrators and the owners 
of net worth the separation of the two functions tends to be a good thing 
That this IS so does rot necessarily mean that the separation is a good thing 
for soaety in general although it has already been noted that the corporate 
form allows for specialization m the functions of administration and owner 
ship of net worth with the likelihood that both jobs will be better done 
Over the last few decades, however, there has been increasing criticism of 
the growing divorce of ownership from control wemingly inhetent in the 
corporate form Commentators have argued that the tendency will lead 
(or has led) to a less dynamic type of business administration, the argument 
IS that owner managers are inclined to be more daring and enterprising 
since their central motive is to maximize profits while hired administrators 
are inclined toward conservansm and caution since their central motive is to 
maintain their own positions Management, it has been argued, is usually 
relu«ant to try anything that might fad or bring cntiasm It has also been 
prophesied that the overcautious conservatism of hired aJmmistratois will 
spread to the nation as a whole, as 3 growing "managerial class' assumes 
power in labor unions and in government as well as in business 

The present discussion is more concerned however with the forms 
of business organization than with their social implications It is to be 
stressed that the one kef feature that makes the corporate form seem ad 
vantageous to owners of net worth is the l^al separation of the assets and 
liabilities of the corporation from the assets and liabilities of the owners of 
net worth From this feature follow rfie others the limited personal 
liability of the owners for the obligaoons of the firm, the opportunity for 
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worth into two primary parts one representing the net worth at the time 
the firm was begun labeled something like original capital and another 
representing the portion of profits not paid out in money to the owners of 
net NvoTth but left instead with the firm lidieled surplus or retained earn 
mgs 

The net worth of corporations is divided into shares Net worth 
of $50 000 as shown in the simple balance sheet above, might be divided 
into 1000 shares each with a nominal (or face”) value of $10 for a total 
nominal value of $10 000 This $10 000 would be reported as the capital 
stock ’ account and the remaining $40 000 would be listed as ‘ surplus ” The 
total nominal value of $10 000 may represent the net worth at the time the 
corporation wav formed and the $40 000 surplus may result from undis 
tributed profits But perplexing as it may at first seem corporations often 
show a stated value (often a large one) for “surplus” on the first day they 
arc organized before any retained earnings could have been accumulated 
In such cases the original stockholders have paid more than the face or 
nominal value of the stock certificates for their shares, shares of stock that 
oTiginall} sell for much more often carry nominal value of $1 or $10 
merely to satisfy a requirement that some face value be shown In such 
cases only the nominal \ alue of outstanding shares is reported as “capital 
stock" The remaining ‘surplus" will include both the premium over face 
value paid by the original shareholders and the earnings retained since 
organization, the two are often shown m separate accounts, the first 
called paid m surplus and the second called earned surplus 

Two often confusing points deserve particular emphasis The first 
IS that the "surplus” account is a part of "net worth,” and not of ‘‘assets ” 
Surplus is not cash buildings machinery, inventory, or any other asset You 
cannot ask an administtator to “show me your surplus ” Surplus is but a 
way of reporting an arrangement that permits the firm to hold assets, the 
assets that are the counterpart of the surplus account remain unspecified 

The second point is that the way to determine the "book i alue” of a 
share of net worth is to divide the total net worth by the number of shares 
‘ Book value” means the value of a share of net worth according to the 
firm s hooks, that is, its records Where shares of net worth are actively 
traded on stock exchanges, the selling pnee may diverge considerably from 
the book value Even if the value of the assets is stated correctly on the 
firm’s balance sheet, the holder of a share may not be able to find anyone 
who »’oii!d pay Arm as mtrcfi as rftc boot value for fiis share Or, because 
the firm’s future potential is highly r^rded, a shareholder may be able 
to sell for substantially more than the book value A share of net worth 
does not represent an obligation of the firm, the firm cannot be required by 
a shareholder to take back the share for any amount of money 

The owners of the net worth of any business firm have a threefold 
relationship to the firm They (1) enable the firm to hold assets of equal 
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\a!ue to the \-alue of net MTjrth, (2) taLe the profits and losses of the fimj, 
and (3) select the administrators of the firm In a corporation the owners 
of net svorth mav ditide these functions or bear them in sarjing degrees. 
There are different types of shares of net worth and the owner of each 
type may bear a different trpe of relationship to the firm The owners 
of common stock’ represent the shareholders to whom the preceding 
descriptions apply most complcteh the owner of common stock enables 
the firm to hold assets, he shares m all the firm’s losses but sometimes in 
none or only in part of its profits, and he shares in the selection of ad 
ministrators The owners of preferred sto<i’ hi\c a someirhat different 
type of relationship mth the firm, they are pien first claim to ditidends, 
up to a certain predetermined maximum dntdend saluc, they are also giicn 
first claim to the assets if the corporation is dissolved, but they usually 
cannot share in the selection of admm strators. 

The administrators of a finn that has potential for expansion and 
which could make good use of additional a.vsets mar, with the authontv of 
the owners of net worth issue new stock certificates to expand the i alue of 
net iTorth In «uch a ca.<e the nominal value of the shares sold wnuld be 
added to the capital stock ’ figure m the firm's records and irhateter else 
the new shareholder had to par for the stock would be recorded as ‘ surplus." 

There are several rexsons hovrever vehv the administrators or 
owners of a firm might want to expand the firm’s xssets inthout issuing 
nevy stock certificates and expanding the value of net worth Thev may not 
wish to share future profits with any nevy shareholders and thev themselves 
may not wish to buy the nevr shares Often carmng more vyeight than 
profits IS the unvnlhngness of owners of net vrorth to share the povyer 
of ownership—the right to chose administrators—with an\ new share¬ 
holders 

Under these arcumstances the firm wall not issue additional shares 
of net vrorth, but will issue instead other kinds of finanaal instruments. 
There usuallv arc people who are both able and willing to make it possible 
for the firm to hold assets (they have some wealth and wish to employ it 
in a manner that will bnng them income), but are not willing to share in 
the nsk of loss involved in ovynmg net worth (they want their rate of pay 
determined in advance) and are not interested in participating in the selec¬ 
tion of administrators They are quite satisfied with the promise of pa3inent 
of a fL\ed sum periodically (as ‘interest," not as ‘dividends’ ), and the 
promise of the return of vyhatever was onginally paid for the instrument 
(vl«, ‘ pTiTiOpal swm’’) TO taiiiafttlitespiiaXiorioi aspecafiei pmod 

The firm will issue financia] instruments in the form of promises or 
lOU’s which are ‘ liabilities” of the firm The people who buy them hold 
the instruments, and the firm is able to hold assets Such a firm now holds 
assets by virtue both of its net vxorth and its liabilities If your firm were 
now to c.\pand its assets from a value of ^50 000 to a value of $100 000 bv 
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issuing $50 000 worth of promis« its summary balance sheet would now 
disclose 


YOUR FIRM 


Assets 

LtabtUlies 

§100 000 

$50 000 


Net Worth 


§50 000 


Promises may be called bonds (or debentures), if they svill not 
expire and the principal sum will not be due for a fairly long period of 
time usually five years or more, or they may be called notes if for shorter 
period of time Usually bonds will be issued when the firm wants to hold 
assets that are expected to last a fairly long time—new machinery buildings 
and the like notes will ordinarily be issued to allow the firm to hold assets 
in the form of so-called working capital—inventory, cash, and the like 

Just as net worth may be divided into shares a promise may be 
divided into parts Bonds are usually issued m round numbers typically 
$1000, OT sometimes in multiples of $1000 Thus a million dollar promise 
may be split up into one thousand $1000 bonds The firm may agree to pay 
$40 a year to the holder of each $1000 bond—4 percent of the face value— 
and to pay the principal sum ($1000) in money tiventy years after the 
bonds were first issued A million dollar promise issued m the form of notes 
may take several forms perhaps a single note for $1 million will be issued, 
or two notes, one for $250 000 and one for $750 000 may be issued to two 
different lenders, or any other combination may be employed, with any 
number of lenders 

In summary, the arrangements that permit a firm to hold assets 
are various types of promises and net worth Or, put another way. people 
make it possible for business firms to hold assets by holding the promises or 
net worth of the firms With vanous types of preferences and limitations, 
shares of net worth can become very raudi like promises, and promises can 
be given features that make them very similar to shares of net worth 

The major categories on the balance sheet of jour firm would then 
be these 


YOUR FIRM 


Assets 

LtabtltUes 

Money 

Other financial 

Promsses (bonds and/or notes) 

Assets 


Inientory 

Net Worth 

Equipment 

Capital Stodi 

Buildings 

Surplus 
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The two sides of the balance sheet must always be equal because the 
figure for net worth is reached by subtracting the value of the Iiabifities 
from the value of the assets 

Other Items that might complicate the record should be mentioned 
briefly Included among the assets might be some that are more of a short 
term variety such as the unpaid bills of customers ("accounts receivable”), 
conversely liabilities might include similar short term obligations of your 
firm ( salary payable ” 'accounts payable") Also complicating is the 
question of the proper value to state for assets such as buildings or ma 
chineiy Obviously, these assets do decline in value as the years go by, but 
It IS difficult to determine by just how much The problem of declining 
value of physical assets gives nsc to the problem of correctly depreciating 
or reducing the stated value of the assets in a firm's records There are 
many other problems of accounting that cannot concern us here, not because 
they are unimportant but because the major job at hand is an exploration 
of the principles of economics 

But }ou have not seen the last of the production group, nor of its 
balance sheet 
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A FIRST LOOK AT 
MACROECONOMIC RELATIONSHIPS 


In one sense persons provide services to production groups But in a larger 
sense penons provide services to the entire economy In one sense, persons 
are paid for their services by the production group to which they provide 
services But m a larger sense, the ^nefits they receive in exchange for their 
services are provided by the entire economy 

The relationship of an owner or an employee to his production group 
IS a little more complex, then, than appears at first examination In common 
language, jou will say, “I work for the General Electric Company,” or “I 
work for the City ” But for whom arc you really working’ Legally, your 
ultimate superiors usually are those who own the business firm for which 
you work, but often these owners themselves have little control over the 
poliaes of their firm and hold some legal evidence of ownership merely m 
order to earn ownership income, with no thought of control You might 
say that you work for management, but whom does management work for’ 
If you are employed by a government agency, are your employers “the 
people”’ If so, how much direct control have these "employers" over your 
services’ 

You might say that you are working for those who use, say, General 
Electric products, or as a aty employee you work for the residents of the 
City Indeed, it is for these people that you create product But these are 
not necessanly the same people who create product for you, so even this 
answer is not fully satisfactory 

If you were the only one mvolved in the creation of a particular 
product (with no other members m your production group, and no other 
stages in the production process), and if you traded that product for some- 
dung produced by just one odier person, whose only customer was your- 
63 
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self then jou would obviously be working for each other But if you pro 
side services that help produce a wide variety of products purchased by a 
great number of people in many parts of the world and if in exchange you 
take products produced all over the world by great numbers of people avho 
often do not take any of the product jou create whom you work for is 
unclear 

All you can say clearly and without qualification is that your pro 
vision of sersices ent ties you to formal clams on products and that those 
formal claims (usually money) pass to you through the hands of the pro 
duction group by which you are employed 

The Creation of Claims 

In economic activity people create product for one another every 
one works for everyone If you inquire what product people can take in 
exchange for their services there arc two answers 

1 When all people are cons dered tegether they can take whatever 
product they create Everyone s income is the same as everyone s product 
When all people are considered together when a product is created it is 
pad for If the people can create a product they can pay for it If they 
have already created product they have already pa d for it 

2 Hence when all people are considered together they can take 
whatever they produce We would be most unhappy however if the same 
answer applied to individuals as applies to people in collectivity Launderers 
cannot 1 ve on clean clothes alone nor can teachers live on learning a baker 
might be able to live on bread alone but most bakers do not want to A 
good many people in fact do not take any of the product they themselves 
create 

Instead the economy relies on the prMress of trade to allow you to 
take product created by others up to a value equal to the value of the 
product you yourself have created You can take or much product as you 
create This rule requires that all product be measurable in common terms 
so that It IS possible to say on the basis of your contribution to the creation 
of a product how much food clothing hous ng med cal and educat onal 
services and entertainment you arc entitled to The need for money as a 
standard of value is obvious in an economy that relies on complex multi 
lateral trade In the United States the pnnaple may be rephrased You 
«ir faiir asffranya’oi'i'orr wtfrrrt o/pnirfaofaj yutf cirirftr Tihr m'c rs To 
each according to his contribution 

This 1$ not just a capitalistic rule Despite the Marxist maxim of to 
each according to his need the actual practice in all Socialistic and Com 
munistic countries is to ass gn money values to the contribution of each 
individual and pay him accordingly and to assign money values to the 
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products made available for purchase In this respect the sj'stcms differ 
mainly in how the values are assigned Both American capitalism and 
Soviet communism follow the rule to each according to his contnbution 
If a production group creates $100000 worth of product the 
members of that group as prowdere of labor and ownership services arc 
entitled to $100 000 worth of product If owners and employees have 
created $100 000 worth of product thev have provided $100 000 worth 
of services As a group the providers of services have a claim to ^100 000 
worth of product 

The next question is how the pie is cut—that is how the claims are 
allocated among the owners and workers As described m the previous 
chapter most claims are allocated in advance the owners of net worth are 
ffien left w ith the residual profit or loss For the time being the form taken 
by these claims is not important What is important is that the full $100 000 
worth of claims is allocated to those who provide services 

This mav be a troublesome point Sometimes students ask How 
can the entire ijlOOOOO be allocated to die providers of services’ If every 
thing the firm gets when it sells the product is paid to die providers of 
services how can the firm ever make a profit’ 

The answer of course is that there usually are profits but the 
profits belong to the ownen of net worth and not to the firm Profits are 
part of the pay to those who provide services In fact without profits (or 
some other residual share) some other device would have to be used to 
bring the value of the claims allocated into equality with the value of the 
product 


Value of the Product 

It Is obviously wrong to conclude that a firm that sellt $100 000 
worth of product has necessanlj created $100 000 worth of product Most 
production groups including the very largest of corporate giants and the 
tiny one-man firms perform onl) one or a few types of operations such as 
assembly transport storage or retail sales A retailer for instance usually 
does not alter the product he takes from suppliers but adds value to it by 
getting It to the public. The supplier adds value to the product by storing 
It until needed and by dismboung^ it anunig ntaiiers The nianuhctUTer 
or manufacturers (there are usuallyr more than one in the process of pro 
ducing a final product such as a car) add value to the raw matenals. And 
the miner fanner, lumber firm and the like also add value to the original 
raw material by growing it or extracting it from the earth 

Only the value added by the production group can be considered 
to be the product created by the production group Or, putting the same 
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thing tn different words, the members of a production group are only en 
titled to claims equal in value to die difference between the value of the 
finished product of that group and the value of ingredients purchased from 
other groups 

The value of the product of a firm, then, is equal to the firm's 
‘ salue added ” If the firm sells its product for $200000 but buys $125,000 
worth of product as ingredients, supplies, and so on, from other firms, the 
“value added is $75,000 In that case, $75,000 worth of claims are allo¬ 
cated to those who provide ownership and labor services 

For any final product, its price is the sum of the value added by all 
the groups making a contribution to its production Tate a garbage can 
that IS sold to the final buyer for $5 00 At the first stage, the firm that 
extracts the iron ore receives $1 00, but part of this is paid to other pro¬ 
duction groups, such as the gas and cieerna^ company, who also then add 
some value to the product At the next stage, the steel company receives 
$1 00, but Its “value added" is somewhat less because it in turn buys 
products from uahaes, advertising agencies Jaw firms, and the like, all of 
which add value to the garbage can At the next stage, the fabneator gets 
his dollar but he also pays part of it out to suppliers, such as insurance 
companies office furniture producers, and the like The “jobber" or sup¬ 
plier addes value to the product, and sells it to the retailer for $4 00, but 
the supplier also buys products from the same bnds of firms that sold to 
the first three firms The retailer finally kIIs the product for $5 00, but his 
value added, too, is less than $1 00, because of the anallary products bought 
from firms other than the supplier Ultimately, dozens perhaps hundreds 
of fimis add value to the product along the way In each of these firms 
there has been a product created, and in each of them claims are allocated 
equal in value to the value added 

The total amount of claims created in the long production process 
IS the sum of the claims allocated by eadi production group involved, and 
this total IS the same as the value of the final product (garbage cans in the 
abov e) which is also equal to die sum of the value added by all production 
groups Claims allocated by an individual production group are equal in 
value to the product of that group, and the fatal claims allocated by all 
groups in any period of tiiac equals the value of the lolal product of those 
groups 

The creation of claims is the same as income as that word is ordi 
nanly understood Thus, whether jou look at it from the point of view of 
the value of final products as sold the final firm, or from the point of 
view of the value added” by all production groups involved, you get the 
same answer The total product created and the total income going to 
people as a consequence of tbetr contnhuUon to production are equal For 
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individuals, income earned and product created are equal ui value. In the 
aggregate, income and product are not only equal, they are two sides to 
precisely the same transaction 

Hov: Product ts Taken 

Your contnbution to the process of creating product gives you a 
claim to product of equal value. You can taie as much product as you 
create through your services But the people as individuals do not take as 
much product as they produce For one rfung, part of the product i> taken 
collectively through government, and to the extent that it is, that much 
product cannot be taken individually. For another thing, part of the 
product IS added each year to the assets of production groups Business 
linns and other groups add to their productive faalities and to their m- 
ventones, and that much product cannot be taken by the people, although 
it IS created by the people. 

Aie the« etteptiOTis tc> the rule’ The answer can only come 
with a detailed examination of how claims are created, how product is 
taken. 

Four main categories anse. Product can be taken individually, by 
households, for the use of the household. It can become an addiQon to the 
productive faalities and inventones of private production groups Product 
am be taken by the people collectively, through government units. Or it can 
be taken by the rest of the world. 

/ PRODUCT TAKEN INDIVIDUALLY 

For the time being, make an assumption that will simplify the 
analysis. Assume that all product will be taken by die people Individually— 
that there is no product taken collectively through government, and no 
product kept by the private business sector. Later m this chapter, this 
simplifying assumption will be dropped Throughout this chapter, relations 
with the rest of the world will be ignored. It will be assumed that all 
product taken domestically is produced domestically, and vice versa. 

First, the people provide services to a production group, which 
we will assume is a privately owned organization called Firm X, and 
create product worth $10,000. (There u no way of fcnowmg with certainty 
what the value of the product actually k until it is sold; but assume that 
that difficulty does not exist for you. The administrators, other employees, 
and owners do not know what the product is worth; but you, as an on¬ 
looker, do.) 

The moment the product fc produced, claims against the firm 
amounring to $10,000 anse. Some of diese clahns are assigned at predeter- 
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mined rates such as interest on a bond (ownership service) or wa^es of 
emplojees The administrators will not know the share of the owners of 
net worth until later But you know for sure that the total claims alio 
cated will be equal to $10 000 

The firm now holds the completed product an asset worth *^10 000 
And It has claims against it a Iiabili^ amounting to $10 000 It will be 
convenient to show these amounts in a T account similar to the balance 
sheet of Chapter 3 whose name derives from the fact that the first step in 
making one up is to draw an elongated T The T account will not show 
all the assets liabilities and net worth of a firm it will only show the new 
amounts such as a new asset and a nesv UabiUty On the left side corres 
ponding to assets on the balance sheet will be shown what the firm 
owns —holds in its own name On the right side corresponding to liabili 
t es and net worth on the balance sheet will be shown the claims against 
the firm claims held (owned) by others—in th s case by the people as 
providers of services 

Since Firm X now holds $10 000 worth of product and has $10 000 
in claims against it we have 

mu \ 

Product held $10000 Uairni allocateil lo 
the people for 
services $10 000 

( 1 ) 


And at the same time we will have 

THE PEOPLE 

Claims against 

Firm X $100001 

Note that uni ke a firm the people do not have to account for 
what they hold—there is nothing on the nght sde of the T account This 
fact follows from a principle stated earlier The reason that firms must 
have liabilities and net worth equal to the value of assets is that only people 
and not firms earn income by Creating product so that only by making 
arrangements with people (selling stocks and bonds and the like) can firms 
own anything But the people do not have to make such arrangements they 
own things by virtue of the performance of services In T account (2) 
above the people own claims agatnsc Firm X by virtue of creating $10000 
worth of product 

At first the claims held by the people will be claims only against 
Firm X—essentially claims to the product held by Firm X These claims 
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Will take the form of recorded obligabons of the firm such as salary pay 
able interest pa) able and so on 

But while the people ha\c claims to the product held b) Firm X 
ordmanl) the) do not want that product If they did Firm X could settle 
the claims by simply passing out the product Instead the people want 
aihrr product produced b) other production groups through the services 
of other people %VTiich means that for the time being they wnll want 
mono PeriodicalU production groups settle such claims against them b) 
pa\ing money to those who ha\e provided services—pa)ing wages wecki) 
monthlv and so on paying interest perhaps twice a tear pa)ing dividends 
quarterlt 

At this point paying monct has ths s gnificance once thet are 
paid money those who have provided services in Firm \ no longer have 
claims worth $10 000 against Firm V Thev have ^10 000 worth of claims 
against all production groups claims thev can use to get product from an) 
production group including of course Firm X 

Jiloitey 

Money then should be thought of as a general claim to product 
^Vhen )ou hold money vou do not have a claim against a production group 
that IS you do not have a right to any particuhr product nor must )ou 
bu) a particular product You have a claim aga nst all or rather an) pro 
duction groups ('^ou have alread) seen and should remember that money 
IS not the onlj foim a claim can take ) 

The test of whether something }ou hold is money is whether m fact 
it IS commonly receiv ed by people when product is created and is commonly 
surrendered b) them when product is taken In the United States money 
consists of currency and of bank accounts subject to transfer by check 

Money is a complicated subject Later m this volume it will be 
necessary to take a closer look at where mont) comes from and how im 
portant the amount of money available to an economy is For the present 
mone) enters the d scuss on only because there is usually an intermediate 
step (or senes of steps) between the allocation of claims ansing out of the 
creation of product and the use of those claims in taking product That is 
there are many steps between your performance of a day of work at the 
•iSFA W.wibfri.yciaVyfiTR'^m'Srtt-nftrfrtito-ir.-citanitnnuurrto^ groceries 
or other product and jour actual receipt of that product The medium 
through which jour immediate claim on product arising out of your days 
work IS transformed into )Our possession of product is money which is 
hence referred to as the medium of exchange It is the medium for the 
exchange of a product created for a different product taken 

Hjpothet cally there are a number of wap m which economic 
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activity could be earned on without a medium of exchange Firm X could 
simpl} distnbute the product it holds to those who have provided services 
If you worked for Firm X your receipt of your share of the product would 
cancel your claim against Firm X Then, if you could find enough people 
willing to take that product, and who were willing to trade for it products 
wanted by you you ajuld carry on economic activity with no money The 
problems inherent m such a ‘barter* method would be smaller if your 
production group created product that were greatly m demand easily divis¬ 
ible and easily stored without rotting or otherwise declining in value But 
■f your production group did nothing but paint bndges, manufacture jet 
airplanes or produce motion pictures you would haie difficulty stapng 
alive without money 


Canceling of Claims 

For the moment let us assume that the firm gets the money it needs 
by just borrowing it from somewhere” Later it will be necessary to spell 
out in detail just where firms get money when they need it But for the 
time being it is just borrowed 

For Firm X, we now have 

FIRM \ 

PrnHii/r tiAfinn Promise to pay 

f ender of money SWOOO 

(» 

The firm still has to account for its ability to hold product Its 
promise is a liability, taking the place of the people’s claims against the 
firm which were canceled when the firm paid them money 
For the people we have 

THE PEOPLE 

Money $10000, (4) 

Money a claim against produebon groups in general, substitutes 
for the original claims against Firm X 

Now the people boy the product from Finn X for $10000 The 
exact individuals who buy the product will probably not be the same ones 
who provided the services to Firm X But we are interested now in the 
people m aggregate In aggregate, the people gel money for producing the 
product and in aggregate, the pecpie use money to get the product from 
Firm X 

The people give up $10000 in money to Firm X, and in exchange 
get the product. If we want to, we may now show for the people 
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TIIF PEOPLE 

Produce JlOOOOj (5) 

The product hns taken the place of the money Dut once the people 
have the product we are no longer interested in what they hold The 
product once taken by the people disappears from the record We can 
simply record 

THE PEOPLE 

I m 

which IS where the whole process started The people as a whole have 
provided services to Firm X had claims worth $10 000 allocated to them 
and have used up those claims m taking the product I he people no longer 
have any claims ariamg out of the creation of that product 
The firm is now in this position 


FIRM \ 


Money held 

$10 000l*romi$c to pay 



lender of money $10 000 

(7) 


The firm now pays off its loan using up the money and canceling 
the promise It too is back where it started 

FIRM \ 

( 8 ) 

In sum the people were allocated claims for providing services and 
creating the product and the people used up the claims by taking the prod 
uct The role of money so far is only to allow the product to be taken by 
persons other than those who actually provided the services and to allow 
those who provided services to Firm X to take some other product 

/111 Firms Together 

Ivi skit amViii TOiirurfiy a^^ert as T«ft Wiy Tmn X 'out miViions o'l 
firms Each one has people providing services to it and in each case claims 
arc allocated that are equal m value to the product produced For the 
economy as a whole the value of the product is still equal to the claims 
allocated When the people get money they still—as a group—have claims 
on all the product When they take all the product all the claims arc 
used up 
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Assume that people contribute services to all private production 
groups then, and create product worth $! million 

From (9) and (10), as well as from what has been said before, it 
IS easy to see that at any given time, the claims kelj by the people will be 
egual tn talue to the product held by private production groups 


ALL PRIl ATE PRODUCTION GROUPS 
Hold product $1 million Claims held by 

ihe people $1 million 


(9) 


THE PEOPLE 

Claims against 

all prnate pro- I 

duction groups $I million (19) 

As before assume that the production groups obtain money to settle 
these claims But in one sense, the payment of money to the people settles 
nothing Once they have the money the people sttl! have $1 million worth 
of claims against all private production groups. Money does allmv the 
people ssho provided services to a specific production group (such as Firm 
X) to take product from another group, and vice versa 

Note also that the people as a wrhole have just enough income to 
buy all the product—neither too little nor too much This is alwajs true, 
because the creation of income (allocation of claims) and the creation of 
product are just tsro sides to the same process and happen simultaneously 
Now suppose the people use the money to buy all the product All 
the claims are canceled and the firms are left wnth no product 

To summarize how product is taken individually, then The people 
provide services to production groups, and create product They are allo¬ 
cated claims of equal value They surrender the claims to the production 
groups in exchange for the product thus canceling (using up) the claim 
and wiping the product from the record If this process is not clear to you, 
go back and read the section again An understanding of this process is 
essential not only to what follows in the remainder of this chapter, but to all 
the chapters that remain 


Some Complicating Factors 

Economic activity is not really earned on in the oversimplified 
manner that was described above Later in this chapter the assumption that 
only the people as individuals, take product will be dropped But nght 
here we can take a couple of steps that will move in the direction of a more 
realistic account 

1 The argument of this section su gg ests that economic activity 
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talces place m distinct stages or periods In the account just given all 
people go at the same time to production groups and provide services are 
allocated claims and then use tfie claims to take the product. At the finish 
there are no claims left and business firms hold no product. 

Of course economic activity does not take place in such distinct 
stages It IS an endless process There arc always new claims being created 
old claims being destroved Business firms do not sell all their product at 
once nor is it all created at once People do not spend all their income at 
the same time Thus business firms al»a}s have some product and the 
people always have some claims 

This complication does not afiect the ailment at all All the pnna 
pies stated earlier still hold including the two basic propositions that (1) 
the value of the claims allocated is always equal to the value of the product 
created that is that there is always enough income to buy all the product 
and (2) the amount of claims held by the people is always equal to the 
value of the product s&Il held by business 

2 The second qualification msolves the question of firms whose 
product IS intangible and cannot be held by the firm Earlier it was said 
that people preside services to create product and that the firm holds the 
product and the people hold claims against the firm See for instance 
T accounts (1) and (2) But suppose the product is a bus nde a piano 
concert or a medical examination^ These are products the firm cannot 
Isold 

These cases of intangible products complicate things but they do 
not change the basic pnnaples There arc a number of ways such transac 
Qons could be earned out Here is one of them 

The firm sells the product for money at the same time the product 
is created but pays the emplovees and owners in money at a later time For 
instance the bus company collects fares when the bus nde is given but 
pap Its employees weekly and its owners quarterly Since the product is 
taken at the same moment it ts created we cannot show a T account show 
mg the firm holding a product. Instead the record shows 

BUS COMPANY 

Money rccened as ICiaims held by 

fares today $10 000|ptoviden of 

services $10 000 

I (11) 

The bus company must still account for' its ability to hold assets—in this 
case money Those who provnded services have claims against the firm— 
claims that will be settled when the money is paid to them 

The people have alreadj taken die product however so the people 
as a whole should bold no more claims against production groups than 
before. And that is preasel) what we find 
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THE PEOPLE 

Claims against 
bus company 4-$IOO00 

Money paid as 
fares to bus 

company — tlOOOO 

Net change in 
claims held by 

the people 0 (12) 

The people hold no more claims than before, and businesses hold no 
more product than before So the claims held by the people are still equal 
to the product held by business firms And it is still true that income—the 
total claims created during the period—is equal to the total product created 

U PRODUCT KEPT BY PRODUCTION GROUPS 

Still Ignoring government and the rest of the world, let us account 
for the product kept by the business sector When the expression ‘ kept by 
business firms” is used it does not mean necessarily that steel is kept by 
steel companies or eggs by poultry farmers Product may be sold bttvjttn 
firms but still kept by the business sector as a whole 

Business firms hold product of two general types 

1 They hold tnvtntontt —stocks of finished products they have pro 
duced, and stocks of ingredients and supplies to be used up in the production 
process 

2 They hold produeltve facilities —buildings land, machinery, hand 
tools which are used in the production process 

When a firm increases its holding of product, it is said (in the 
language of macroeconomics) to be investing For the economy as a whole, 
investment is the value of the product produced and kept by business firms 
over a period of time, such as a year 

Let us return to Firm X Suppose, again that the people provide 
Firm X with services and produce product worth $10 000 As before Firm 
X borrows $10 000 of money with which to pay the people We may repeat 
T accounts (3) and (4) 


FIRM X 
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But now suppose the finn wishes to keep $1000 worth of product 
as inventor} and only offers $9000 worth for sale The people buy $9000 
worth of product, and the firm uses the money received to pay off part of 
Its debt We have 

FIRM X 

Product ht\d (JOOIPwmuisc to pay 

IlerwJer $1 000 

1 (15) 

The firm still accounts for its holding of an asset by means of a 
liability of equal value 

For the people we now have 

THE PEOPLE 

Money held $» 000| (16) 


Once again it may be repeated that the claims held by the people 
(now $1000 in money) are equal to the value of the product held by 
private production groups 

But whit about that moneys Can the people spend it’ The answer 
may be that they do not want to People as a whole do not spend all of 
thtir income Some of it js smeJ The fact that people wish to save makes 
It possible for firms to hold product It is equally important but less obvi 
ous, that firms’ desires to hold product makes it possible for people to save 
The people could just hold savings in the form of money In that 
case, this part of the discussion would be finished At this stage however, it 
will be assumed that the people may hold savings only in the form of stocks 
(shares of net worth) and bonds (long term promises to pay) 

Firm X, then, sells $1900 worth of stocks and bonds to the people 
—let us say $500 in stocks, $500 in bonds When the people give up money 
and get stocks and bonds they still have claims but the claims now take the 
form of stocks and bonds, not of money The business firm uses the $1000 of 
money to payoff its $1000 promise We conclude with the following record 


FIRM X 


New Assets 


jiVeiK Ltabiiilies 


Product 

$1000 

Bonds 

$500 



\'eas Net IVorth 





$500 


Stock, and bonds 
of Firm X 


51 OOOl 


(18) 
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If Firm X had wanted to increase its holdings of produrtivc faah 
ties rather than inventory of its own product it probably would have to 
buy product from some Other firm There are a number of ways it could 
have done this One way would be to sell all of its product but use $1000 
of the monej to buy product from another firm The result as you can 
prove to yourself by drawing the appropnatc T accounts would have been 
just the same It does not matter whether Firm X keeps product it pro- 
efuceef or buys product from another firm 

T accounts (17) and (18) show once again that the claims held by 
the people must be equal to the value of the product held by business firms 
But we may now state this nile in different words Over any period of 
time investment (product kept by business firms) will equal taungs (in 
come of the people not us«d for buying product) 

You have seen that total product over any period of time will equal 
total income over the same period of t me because the two are created 
simultaneously Similarly product not taken by the people (inieiiment) 
must equal income not spent by the people (tatingt) 


All Firms Together 

These equaliues are better shown by considering all firms together 
rather than just our single Firm X The people provide services to the 
firms creating product worth (as before) $1 million Repeating from 
T accounts (9) and (10) we have 


ALLPRII ATE PRODUCTION GROUPS 

Mold pr^ua $l milhon'Claims held by 

the people $1 million 

THE PEOPLE 
Hold claims against 
all private prev 
duaion groups $1 million 


(19) 


( 20 ) 


But now instead of the people taking all the product assume that 
they wish to save $100 000—that is they want to acquire and hold $100000 
worth of financial instruments Assume also that business firms wish to 
keep $100 000 worth of product We have 

ALL PRIVATE PRODUCTION GROUPS 
Keep product $100000 CUimi still held 

by the people $100 000 

(21) 
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THE PEOPLE 

Keep claims against | 

all piwate ptoduc I 

tion groups $100 00o| (22) 

The claims still held bj the people constitute their new saMngs and 
may take the form of stocks bonds or other financial imtruments The 
product still held by business firms will constitute their investment over the 
period involved and ma} take the form of cither inventor} or productive 
faalities 


Some CompUcattng Factors 

Once again it is worth noting that economic activity does not take 
place in distinct stages as the foregoing viould suggest but that this does 
not alter the fundamental proposition that during anj time (1) savings are 
identical with investment and (2) income is identical with product 

There are a number of other factors that must be recognized at this 
point however 

1 Not all of the assets held b) business firms ate product, firms also 
hold financial assets And not all the liabilities and net worth of business 
firms are held b} the people Some business firms also own the liabilities and 
net worth of other business firms 

These complications do not affect the argument, however Thej 
represent relations among business firms within the business sector, but do 
not affect the relations of the business sector with the people The business 
firms that own the liabilities and/or net worth of other firms m turn have 
liabilities and net worth owned by others There may be an extremely 
complex network of ownership arrangements But ultimately, the total 
product held by business is equal to the value of claims of all kinds held 
by the people, and every increase in product held by business is matched b) 
an increase in claims held by the people 

2 Some firms use "retained earnings” to buy product—"ploughing 
back ’ the profits for instance, to bu) new equipment They do not pay the 
owners of net worth in money, but keep the profits and use them for bujing 
more assets Once again, this complication really changes nothing When 
there are retained carning.s and the firms* assets increase,, the. statci valjie. 
net worth increases This increase in die value of net worth is the "pay” 
received by the owners of net worth Their claims against the firm have 
increased in value, though they receive no money The effect is no different 
from what would have happened had the firm paid dividends and then sold 
new shares of net worth to the people for money, using the money thus 
obtained to acquire productive faalities 
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3 There is one serious matter that later will require several chap¬ 
ters of this volume That the people save allows firms to hold product, and 
that firms insest aflosss the people to hold financial instruments Saving by 
the people and investing by business are two sides to the same process, and 
are therefore equal But that does not mean that the amount the people 
xicnt to save and the amount firms want to invest must be equal If the 
people want to save $100 000 is there any reason whj business firms might 
not want to invest $150 000, or only $50,000^ There is no reason why the 
tvvo should want to do the same thing 

No solution to this complication can be ofiered at this time But two 
things may be noted First, regardless of what the people and business firms 
uant to do savings and investment in any penod of time must be equal, 
because they are simply two sides of the same process Second, the divergency 
of what the two sectors tettnf to da may be a source of instahthty for the 
whole economy 

III PRODUCT TAKEN COLLECTIVELY 

It is time to drop the assumption that all product is taken individ 
ually For the most part, collective product is taken through government 
units in such forms as public education highways, military protection, and 
conservation of natural resources Vot all wllectively taken product is 
taken through government the Red Cross and chanty-sponsored medical 
research do not come under governmental egis Nor is all government 
product taken collective!) postal service and TVA power, for instance, 
are taken and paid for by individuals and by private production groups 
These minor exceptions will be ignored, and it will be assumed that col 
lecave product and government product are coterminous 

There are two general reasons why some product is usually taken 
coUectiv ely 

1 There are products that everyone uses, or can use, regardless of 
who pays for them For instance, if you, as an individual, want to keep 
disease bearing mosquitoes away from your home, you would have to spray 
DDT or some other insect poison all around your neighborhood You 
could not keep your neighbors from enjoying the benefits of this product, 
even though you alone haie patd lor it. The same »s true of defense pro- 
tecnon, most par'es anS 'runways, water conservation, and many oftier 
products To require individual purchase of such products could be unfair 
At the same time, if these products arc purchased collectively, each 
member of the community gets more benefit for his money than he could 
have gotten if he had purchased the product individually If you pay taxes 
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FIR^f a 


Produa held 

$10 OOO^Promise to pay 


jlender iHHKV 


THE PEOPLE 

Money 

$I0000| 


(23) 

( 2 €) 


In order to buy the product from Firm X the gO' crnment taxes the 
^lO 000 aivar from the people. The people cj e t, hair 'nil par the taxes 
indudinj but not limited to riio>ie who provided «cnic<s to Firm \ The 
^\-emment pays the money to Firm X taking the product for collectii'e 
u^e so that the product noir disappears from the record The firm u«es the 
money as before to pay off the lender Just as to T accounts (6) and (S) 
much earlier the concluding record shows 


F/RM \ 

1 (S’) 

THE PEOPLE 

I (Sf) 


The outcome of the process » the same as for indinduallr taken 
product It IS important to note this because there is a tndespiead but 
mistaken neiv that \\ hen product is taken collects ely no income is created 
^^’hc^ budgets are balanced the value of claims taxed asvay js equal to the 
claims created in production of the collecmTly taken product 


Defat Budgets 

Return again to T accounts (23) and (24) The people haie pro- 
nded senices and ha\e been paid in money Rrm \ sbU holds the product 
by virtue of its promise to pay the lender of money Sow once again the 
goi ernment prepares to take the product But this tune the gore-rnment 
deades no/ to tax away the $10 000 in claims created when the product was 
created It will not collect any taxes for Ac purpose of buying the product 
There will he a deficit of $10000 

^Vhen government units base budget defiats tiicp must borrow in 
order to obtain money to pay for product Hanng deaded to has e a defiat 
of $10000 the gosemment prmts bonds and sells them to the public for 
$10000 using the money to buy the product from Firm A. 33 e now have 
to record for die goicmment 
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THE GOJ ER\ ME\ T 

Bolide issued 51*^000 

(27) 

The fact that the gOTcmment» T account doe* not balance (there 
IS nothins on the left side) underlines an important pnnaple For a bu*: 
ness firm the left side and the n^t side must balance because a business 
Crm has to make finaaaal arrangements in order to hold anything in its 
own name The goyeroment does not have to make any arajigements of this 
sort if It wants product, it can tax. WTicn die government does issue lia 
bdiGes. such as bonds it does so sunpl? because it has a deficit. Nothing is 
shown on the left side because the product is assumed to be used up when 
it IS taken like indinduallT taken product, it disappears from the record 

When the firm gets money m exchange for product it pays off its 
debt. Just as before the finn i> left with 

FIRM 1 

1 (28) 

But the peoples record is rot blank They hold gov eminent bonds 
despite die fact that business firms hold no product, and despite the fact 
tha* the product taken coUectiTely has disappeared from the record. 

THE PEOPLE 

Hold goTernmene I 

bonds $I0000[ (29) 

It IS clearly necessary to amend the rule stated carher Now the 
claims held by the people will be equal to die product kept by business firms 
plus the accumulated deficits of government units 

The other rule still stands Total product and total income are the 
same regardless of what bnd of budget appears in goyemment units. 

Sjrpljs Budgets 

St.ppo«!e tha* the budget deficit justdiscussed occurred lastyear and 
the people still hnld the $10 QQQ la gaverament bueds This year the 
govemment plans to hare a surplus of $5000 in its budget, mcanmg that 
taxes will cxcr-d ex-ecchruies by $5000 ’When goyemment units have 
surplus budg-ts they buy bock ard cancel govemment bonds issued at an 
earhe- cme. 

So the govemment imposes taxes of $5000 and uses the money to 
pay die people who held the govemsien- bends The $’000 worth of govern 
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SAVING, INVESTMENT, 
AND CAPITAL 


One ordinanly thinks of saving, investment, and capital in financial terms 
He thinks of “saving” as “not spending money" When he ‘invests’’ his 
savings, he purchases some income earning asset—usually a financial inslru 
ment of some kind—a savings account, a stock certificate or a government 
bond And he thinks of his “capital" as his accumulation of these instru* 
ments 

The economist would agree with the individual’s usage of these 
words But the individual might be surprised to learn from an economist 
that when one person such as himself saves and increases his financial capital 
by investing, the people at a whole may not be saving (or investing), and 
may not be increasing their capital He may also be surprised to learn that 
the economist often finds it useful to talk about saving investment, and 
capital without concerning himself at all with money and other financial 
instruments, focusing his entire attention on services and product 

This chapter will discuss the uses made by economists of the terms 
"saving,” “investment,” and “capital” These are terms that often plague 
the beginning student, because he is used to thinking of these concepts as 
the usual individual thinks of them—in individual, finanaal terms There 
IS nothing w rong, it must be repeated, with thinking in these terms—at the 
proper time, and for the proper purposes You must, however, change jour 
thinking somewhat when you consider saving by the people os a whole, in 
vestment for the entire economy, or the accumulation of capital by an entire 
society And you must also change your viewpoints when you consider 
“real” saving, investment, and capital, that is, saving, investment, and 
capital from the point of view of services and product rather than of finance 
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I AX ECONOMY JFITH NO GOVERNMENT 

Smce the acruiBes of gcnaninent un:ts tend to add some com- 
plcxitT to the rclanonships involved wc may postpone the introduction of 
the inSuence of gosemmmt for a moment, and asume that all s gnificant 
economic activTtv is tamed on in ihepnvate sector We mav also ignore, for 
the moment, economic relations vntfi die rest of the world 

Recall the relationships described in Qiapter 4 In the imtial period 
indmduals proiide services and create product through pm ate production 
groups. The groups hold the product as tmentory and the indmduals arc 
allocated elaimt equal in value to the product created Then the people 
take some of the product—but not all—surrendering part of thnr claims. 
TTiose claims are destrored and an equal valued amount of product is 
wiped from the record since it is assumed to be consumed 

The product left with business firms is of two tvpes buildings 
machines tools and other 'producove facfliDes”, and ingredients, partlv 
finished product finished product and other ‘invertorr" In order to hold 
product business firms has e to u<ue finanaal instruments, that is, promises 
or shares of net worth, for the people to hold ’ 

“Rgaf' Sa’,tn 0 , Investment, and Capital 

^Vhen sanng-mve stmen t relationships ate ccamined on a ‘real" 
levd. as opposed to a finanaal level, saving and investment are not merely 
equal thev are ideoncaL Two difierent words ate being used for die same 
phenomenon. 

For the tndi’cuiual real saving would be the product he creato, but 
does not use up himself On a praninve level, the best example would in 
1 olve a self-suSaent fairncr one who consumed onlv what he himself 
produced and who ofiered no product for sale. Each vear such a farmer 
would not consume his entire harvest He would tote some for feed for his 
hvestoch, or for seed for the next vears crop Such unconsumed product 
would be retd sa~ings Note that tbe word “save” suggests dial something is 
prevented from happening von must save something frtim something \ 
fanner might save some of his crop from ccnsamption 

Sanng refers, dien, to fceep-ng product from being consumed, what 
von has e saved is vour str'ings 

We need not confine our view to a self-su5aent farmer to define 
real saving on an individual IcveL To the extent that an individual creates 

1 These promises aod sbares of net wonh isrr cemt into lie aeroaJ posses¬ 
sion cf mdiTidoals, in wtici case it mar be said tiat they are held bv tie people 
“direeJj” Laier diapieTi wHl show ftat diese la suum enti mar also be held "in- 
direcdj” by Ae people, when Ae instmmentt are owned by finanaal mtennedianes 
*ndi ai bants, and when Ae people bold aecocots at finanaal itennedianes. 
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product but does not take product of equal value he is saving By not con 
suming as much product as he has created the individual has saved some 
product from his consumption 

When we shift to the aggregatt point of view which is our major 
concern real saving does not change its meaning Of the total output of 
product by the economy over any period of time some is taken for consump 
tion and some is saved from consumption A factory building may not have 
been built for consurnption purposes so it may seem unrealistic to sav that 
It has been saved but nevertheless it is useful to regard it as product that 
was saved from consumption In this sense the entire product of the 
economy is either consumption goods (product taken by individuals) or real 
savings (product not taken by ind viduals) 

It will readily be seen that real savings and investment are identical In 
the hypothetical no-government economv the people took part of the prod 
uct they had created The rest was left with bus ness firms This left-over 
product constitutes real savings—product created but not taken for con 
sumption purposes by the people This left-over product also constitutes 
real investment 

^\hen a single household or business firm invests it acquires some 
kind of asset which will provide income On a financial level investment 
involves the acquisition of financial instruments on a real level it must 
involve the acquisition of some type of product—machines buildings tools 
or inventories and other working capital But when a household or bust 
ness firm acquires investment goods— real capital —these goods might be 
acquired from someone else a business firm may invest by buying a second 
hand machine or an old building Hence investment by one individual or 
fimi does not necessarily mean investment for the whole economy 

\Vhcn we wish to measure real investment for the economy as a 
whole the acquisition of a second hand investment good by one person or 
firm IS offset by the sale of the same good by someone else Hence total 
investment for the economy as a whole consists only of new production and 
accumulation of investment goods—newly produced productive faalities 
and additions to inventories All transfers of existing capital assets ate 
netted out in adding to reach a figure for total real savings or investment 

Total real saving then—product created but not taken by the 
people and hence left with business firms—is the same as total real invest 
ment—new productive facilities and addiDons to jnvcnrorjfs insest ss 
used to indicate what was done with what was saved An individual on a 
finanaal level saves part of his income and tmesis m specific finanaal in 
struments On a real level the economy as a whole saves part of its annual 
output of product from consumption and tmesis it m speafic productive 
facilities just as the self-suffiacnt fanner sates part of his crop from con 
sumption and imests it in livestock feed or in seed 
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The Saving of Sensces 

Real sa^^ngs has been described as that part of total product that is 
not tahen for consumption purposes but that instead is taken (or kept) hr 
pmate production gjoups and held in the names of the groups It does no 
nolence to the concept of real saiings to view it another wav 

■kn economy «uch as modern America s has a tremendous capaaty 
to produce but it is not an infinite capaatv There is some limit to anv 
country s ability to create product a limit set b\ the quantity of services 
a\ ailable by the methods of production currently u«ed and by soaal and 
in'Ctudona] factors that might for instance limit the hours of work or 
proscribe mo<t kinds of labor by children Over a period of time the quan 
tin of services may increase the methods of production may change and 
even soaal and institutional factors diange, sometimes reducing the amount 
of hours worked and otherwise reduang the capaaty to produce and at 
other Qmes (as dunng w ars and other eroergenaes) allowing more produc¬ 
tion A rt the idea that there is some top apaotv for an economy is a useful 
one even though the upper limit n not a prease one 

How an economy uses its limited ahihn to produce is an important 
question in economics. This topic cannot be treated in detail at this point, 
for it consatutes the major pan of the study of mirotf^notnics But it can 
he noted that any part of the total capaot5 to produce that is used to aug 
ment the supply of capital goods—^producave faoliaes and inventones—may 
be said to be sa-ed —sav ed /com producaon of consumer product. 

Hence we may consider real savings to he a concept concerned with 
the use of productive «emces. If labor and ownership services are used to 
produce tractors instead of pmate automobiles these semets are bang 
saved from producaon of automobiles and indeed are being saved from the 
production of any j>ossible consumer good AMiencv er sen ices arc used for 
producaon of producave faaliaes or addiaons to inventones the semces 
mav be said to have been saved from producaon of consumer produca 

It is probably more proper to regard real saving as the saving of 
services from producaon of consumer product than to regard it as the saving 
of product from consutnpaon since once a factory is built a madiine is 
produced or a tool is manufactured the deosion to save has already been 
made. The people cannot take these cap tal goods for consumpaon purjKvses. 
The deasion to save involves a deasicni on how services are to be employed. 

From this point of view the concept of real saving investment and 
capital mav he summanzed as follows 

1 Producave semces arc sc.ztd from creaaon of consumer product 
and are tmesitd in the creaaon of tofttel The disancaon among the three 
concepts may best be indicated by dcfiiiing saving as prevenang something 
from bang used up inv cstmg as xrfaat you do with what you hav e sav cd 
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At first, the claim may only be an amount recorded on the firm's 
ledgers It nevertheless involves a finanaal relationship of debtor-creditor, 
the individual has a claim against his production group Later this specific 
claim may be settled by payment of monqr, which constitutes a general 
claim to product against any production group Some other claims may not 
be settled with money, for instance, the owner of a share of net worth of a 
corporation may receive, instead of a cash dividend, an increase in the book 
value of his share, when the firm retains profits But even in the case of 
undistributed profits, a claim is allocated to the people who provide owner 
ship services 

Since claims are created when product is created, and are destroyed 
when the product is taken, at any time the amount of claims held by the 
people ivill be equal in value to ibe product held by production groups. The 
claims may be considered to be "finanaal capital," just as the product held 
by the production groups—productive faalities and inventones—arc “real 
capital ’’ As long as government and the rest of the world are ignored, there 
IS an exact correspondence between finanaal capital and real capital 

Then the people take some of the product, m the process surrender¬ 
ing some of their claims against production groups Since the amount of 
claims surrendered is equal to the value of the product taken, the people 
sbll hold the same value of claims as the production groups hold m produc 
tive faalities and inventones 

In order to hold some of the product, production groups issue finan¬ 
aal instruments—promises and shares of net worth The people will hold 
part of their claims in the form of these new finanaal instruments, and part 
m the form of finanaal instruments issued by financial intermediaries They 
may acquire corporate bonds, shares of net worth checking accounu or cur¬ 
rency savings accounts and the like Still the finanaal capital of the people 
will correspond exactly with the real capital held by production groups 

^Vhen an individual adds to his finanaal capital, he is saving All 
finanaal saving involves the acquisition of some finanaal instrument—either 
a promise or share of net worth onginatly issued by a production group, or 
account issued by a finanaal intermediary which in turn reflects indirect 
ownership of promises or shares of net w orth By using his money income to 
acquire finanaal instruments, or by keeping the money, the individual saves 
his money income from bang spent on product, he saves his claims from 
destruction An individual’s finanaal capital is often referred to as his 
savings 

■When an individual dissaves, he reduces his holdings of finanaal 
instruments, and takes product. He may sell his finanaal assets and use the 
money to buy product, or, since his money is also part of his finanaal capi¬ 
tal,. he may merely spend his finanaal instruments in order to take some 
product. 
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Total financial saving bj the people, then, is equal to the sum of 
new financial instruments issued m the penod under consideration When 
ever an individual adds to his finanaal capital bj acquiring an old financial 
instrument (for example, a share of net worth issued in 1954), his new 
financial saving will be matched by another's dissaving Onlj when new 
financial instruments are issued for the people to hold will the financial 
capital of all the people increase, fwily then can it be said that there is, m 
the aggregate financial saving 

For the people as a whole to engage in financial saving someone 
must issue financial instruments for the people to hold For the moment, 
disregarding the possibility of such instruments being issued by government 
units or bj the rest of the world, we may say that for the people to save, 
businesses must issue financial instruments Financial instruments issued by 
private production groups take two types promises (liabilities) and shares 
of net worth Business firms, we have seen, issue promises and shares of 
net worth in order to hold assets—cither financial assets or physical assets 
When we consider businesses m the a^regate we may disregard the acquisi¬ 
tion of financial assets—promises of others, money, and the like—because 
when businesses issue financial instruments in order to acquire other financial 
instruments the total amount of financial instruments that may be held by 
the people is not changed In the aggregate, businesses issue financial instru 
ments in order to hold physical assets—productive facilities and inventories 
Thus, when we ignore the influence of government and of the rest of the 
world, there is an exact correspondence between financial saving and real 
saving, between financial investment and real investment 

Whenever the economy as a whole engages m real saving, whenever 
It uses services to create real capital instead of consumption goods, the peo 
pie will be engaging in financial saving, that is, saving part of their money 
income from being spent on consumption Whenever the economy as a whole 
IS engaged in real investment, whenever it uses the services that have been 
saved from creating consumer product to create productive facilities and 
inventories the people will be engaged in finanaal investment, that is, using 
the money income saved from being spent on consumption to acquire newly 
issued financial instruments 

The Problem of Consumer Finance 

S'omeone may well raise the questions at this point, “Don’t individuals 
themselves issue finanaal instruments^ Don’t they issue promises when they 
buy a car or a refrigerator on the mstallmcnt plan’ And when the people 
hold these consumers' promises, directly or indirectly, don't the savings of 
the people as a whole increase’ ’ 

To these three quesbons the answers arc. Yes, Yes, No Yes, many 
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individuals do issue finanaal instnimcnts Yes people borrosv, not only to 
purchase automobiles and appliances but for many other purposes as well 
Some individuals esen issue finanaal instniments (borrow) in order to hold 
other financial instruments (buy stock certificates and the like) But, No 
these transactions do not result in an increase in the savings of the people 
as a whole 

Borrowing by such people must be ransidered a form of d ssaving— 
taking more product dunng the period than they created But the people as 
a whole do not borrow from other sectors They maj borrow directly from 
each other but further as will be shown in detail in later chapters when 
people borrow from firms (such as banks), the firms acquire assets (the 
people s promises) but at the same time must issue a liability (such as some 
kind of bank account) for the people to hold In all such cases the saving 
(acquisition of an indiv-iduals promise or of a bank account) will be 
matched hr dissaving (borrowing) by the issuer of the promise The savings 
of the people as a whole neither increase nor decrease 

Juit as borrowing is a form of dissaving on an individual level so 
IS repa)Tnent of a loan another form of sav mg Repayment of a personal loan 
implies an individual did not use all of bu mcome for acquinng product, and 
that pan of It was sav ed 


II THE INFLUENCE OF GOVERNMENT 

\Mien government and the rest of the world are ignored there is 
an equality among finanaal and real saving and finanaal and real invest 
raent ^\'hen we consider the influence of government units we will find 
that this equality between the finanaal and the real ceases to const. 

Business firms issue finanaal instruments when they add to their 
holdings of productive facilities and inventories But the occasion for issue 
of finanaal instruments by government units is entirely different. They 
issue such instruments when they have defiat budgets—when the value of 
product taken collectively by the people is greater than the claims surren 
dered by the people m tucs In other words additional finanaal instru 
ments will be lefi tviih the people whenever the amount returned to the 
govemment in taxes is less than the amount paid to the people by govern 
ment when the people provide services to create collectively taken product,® 

Govemment umts may be responsible for real savnngs mvestment, 

® It will probably be belpfnl to thiob of a deficit a> ao iQstaoce which 
claims are left vn/A the people WbcBcver product is created, damn are created. 
M ben the people take product sodieidually the claims are destroyed But the 
eOTeromeot, through its budget policy baa the power to decide how many of the 
cla ms created when the product wai created will be deatioyed when the product 
IS taken. In the cate of a deficit, not all the daias are destroyed. 
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and increases m real capital 'While some product taken coIlecti%e!j- such 
as police protection is u>ed up immediately when it is taken some of it 
also must be classified among productive facilities Examples of publicly 
owned real capital are highways schools public buildings and snow plows 
Corresponding to these capital goods the product taken currently by the 
people consists of use of highways of education of fire protection or the 
administration of justice or other servnce rcqmnng use of public buildings 
and of snow remov al 

AMien legislators and government administrators decide to build 
a new school or widen a nver for commeraal traffic they are deeding 
that part of the capaaty of the economv will not be used to create a product 
for the people to consume currently In other word* they arc deeding 
that there will be real saving And they are deeding to invest this saved 
productive capaety in the creation of real capital so they are making real 
investment 

There are some instances in which such real savings and invest 
ment result in corresponding finaneal savings and investment. For instance 
It IS common practice for state and local government units to pay for new 
schools toll roads and the like by issuing school bonds or turnpike 
bonds They do so not because thev hate to issue finanaal instruments in 
order to hold product as a firm must the reason usually is that they wish 
to pav for the new capital good over a long penod of Qme so that future 
as well as present users share m the costs of the project 

However when there is real govenunenl investment new finanaal 
instruments need not be created and usually are not. Government units 
issue new finanaal instruments when there ate dtfiat budgets there can 
be and often is government mvestment when government budgets are 
balanced or even show a surplus 

Thus the actinty of the government means that it is possible for 
real savnngs and mvestment to be greater for the economy as a whole 
than finanaal savings and finanaal investment. 

The reverse may be true ^Vhe^ government units engage in defiat 
spendmg as the federal government ordinarily does dunng war or re 
cession the new finanaal instruments issued may have no counterpart in 
government construction of new productive faahties Dunng World War 
II for instance the federal government issued $200 billion in new finanaal 
instruments Dunng that penod, the pubhc debt —the accumulated defi 
ats of the federal government—increased by $200 billion All of this pubhc 
debt (and some more) still exists m the hands of the people Since govern 
ment expenditures were mainly for mihtaiy equipment most of which was 
used up m the conduct of war no real' counterpart exists today to the 
great volume of finanaal savings created Eiy wartime defiats 

Thus the activity of govemment umts also means it is possible for 
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financial savings and financial investment to be greater than real savings and 
real investment 

Even with state and local government units, where there are “vet 
erans’ bonus bonds” as well as “school bonds,” there may be financial savings 
and investment with no real counterpart, and where there is a “pay as you 
go” approach to highway and other construction, there will be real savings 
and investment with no financial counterpart 

III THE REST OF THE IVORLD 

Hence, when the rest of the world is ignored, the financial capital 
of the people is accounted for entirely by product held by private production 
groups and accumulated deficits (minus surpluses) of government units 
Financial saving during any period is accounted for, similarly, by increases 
m the product held by private production groups, plus deficits (or minus 
surpluses) of government units The real capita! of the economy consists of 
productive facilities held by pnvate production groups and by the people 
in common (that is, by government) 

However, the rest of the world can no longer be ignored Unlor 
tunately dealings with the rest of the world complicate the analysis of 
macroeconomic relationships somewhat 

The Financial Side 

The financial side of the effects of relations with the rest of the 
world is fairly straightforward and uncomplicated 

When other countries take product from the United States, the ef 
feet on the people's saving is precisely the same as when the business sector 
keeps product as productive faalifies or inventory In both cases the people 
create product and are allocated claims, and in both cases the claims arc 
left with the people Product taken by the rest of the world, m short, means 
increased financial savings for the (Amcncao) people 

In practice the transactions could be extremely complex For a 
simplified illustration assume that the people provide services and are paid 
m money and that they use this money to buy foreign bonds Foreigners 
then use these dollars to buy product created through the people’s services 
The increase in the people's financial capital takes the form of foreign bonds 
Similarly, when Americans take product from the rest of the world, 
there is financial dissaving by the people In practice the transactions could 
take a number of forms Perhaps Americans will simply pay U S money 
to foreigners, and the foreigners will keep the money Or perhaps foreigners 
will redeem foreign bonds previously issued, and Americans will buy 
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foreign product wth money tditained by surrendering foreign bonds In 
the latter case Americans would in effect have traded foreign bonds for 
product 

Of course Americans bodi buy from and sell to those m other 
countries Whether the people s savings will increase or decrease on balance 
depends on whether more is talcn from or br the rest of the world The 
relationship mav be put verr conasclv in terms of the net product taken by 
the rest of the world which is defined as product taken by the rest of the 
world minus product taken bv the Lmtcd States from the rest of the world 
The increase tn Ike peoples financial snmgs titll aluass be equal to the 
net product taken bi the rest of the t^orld If the rest of the world takes 
$1 billion more in product from the Lnited States than we take from 
abroad the peoples savings will increase by $1 billion Net product taken 
by the rest of the world can be negative too If we take $2 billion more m 
product from the rest of the world than is taken from us the finanaal 
savnngs of the people will decline by $2 billion * 


The Real Side 

The real side of the effects of relations with the rest of the world by 
contrast with the finanaal side is too complex for detailed treatment here 
Instead of svstemaacally exploring the relationships we will be content 
with two summary statements together with an illu»traQon 

1 Wlien there is finanaal saying (or dis»aving) ansmg out of rela 
tion> with the rest of the world there mat or me} not be corresponding 
real saying (or dissaving) 

2 ^Mien there are economic relations with the rest of the world 
real sanng (dissaving) mar not even equal real investment (disinvestment) 

Suppose the United States takes $1 million worth of product from 
the rest of the world so that the peoples finanaal savings decime by $1 
million If the people take this foreign product (for example, in the form 

®This sccoum 19 ooc complccrl) accurate but the complicauon can, for all 
pracucal purposes be ignored. When American firms add to the r hold ngs of pto- 
dueuve facilities and lorentarirs, ihe financ al sav ingj of ihe people should increase 
according to the analysis of section I But M will rcadili be seen that if the product 
taken by American firms is purchased from abroad Araet can firms will issue new 
cla ms for foreigners lo bold and the peoples savings will not be affected Hence 
there can. he teal ijiTc*nnAV. ui. die. Uwvr.'I ?«.<«.•, w;-ritn;iA fiavaiva'i hiyre. 

Secondly the above paragraphs assert that when product is taken from the rest of 
the world the Amer can peoples savings will dec me But—once aga n—if the 
product taken from abroad is kept by American firms there is no rea on for the 
people s sav ng to decline since the product taken from abroad is paid for’’ bv 
new cla ms issued bv Amencao firms to the rest of the world These two eacepuons 
precisely offset one another It still holds that the financial savings of the American 
people will be increased bv increases in business holdings of product, plus govern 
ment plus net product taken by the rest of the world In the Case cited 

inrestment is offset by negauve net product taken by the rest of the world. 
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IV SAVINGS, INVESTMENT, AND CAPITAL 
IN PERSPECTIVE 

It IS necessary, then, when using the expressions "savings,” “in 
vestment," and “capital," to be certain whether the terms are being used in 
an individual sense or an aggregate sense, and whether the reference is to 
the ‘real” or the “financial ” Only infrequently arc these modifiers actually 
used, usually they are simply “understood ” When you hear the words 
spoken or see them in print, be certain you know what the ‘understood’ 
modifier is 

For instance, you may sec a sign on a building reading Intestments 
Investment firms are concerned, you may be sure, with individual financial 
investment A savings bank deals in financial, not real savings 

Net product taken by the rest of the norld is often called net foreign 
investment Once again, the investment is finanaal but this time the refer 
ence is to the aggregate And when those who study international trade 
and finance are concerned with what they call capital movements they 
refer to financial capital 

When the topic under discussion is aggregate economics that is, 
when people are talking about total product, total saving employment and 
unemployment, and the like, then you may be sure that the terms "saving ” 
“investment," and “capital" arc being used in the aggregate and not the 
individual sense But you still cannot be certain whether the reference is 
to the “real” or the “finanaal ” 

Common practice m aggregate economics is to use the word "m 
vestment” m the real sense That is, when a government official is talking 
about the state of the economy, and he refers to the level of investment, he 
18 referring to the increases m product held by businesses In this book, the 
word “investment” is used in the same way (unless otherwise specified) 
Hereafter, investment will be used to mean the product kept by the busi 
ness sector 

And common practice is to use tfie word “savings” in the financial 
sense The government offiaal, when he refers to savings is referring to the 
increases in financial instruments held by the people The same practice 
will be followed in this book 

If It IS said that investment and savings are equal during a period of 
time, what is meant is that increased holdings of product by business and 
increased holdings of finanaal instruments by the people were equal This 
can only be true when there is no effect by other sectors, that is, when 
government budgets are balanced, and when net product taken by the rest 
of the world is zero, or when the effects of government and foreign transac¬ 
tions precisely offset each other. 
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The Finanaal Side tn Perspectne 

Tho'c who prQ\ide productive services to create product take bene 
fits of equal value and they maj take these benefits in tw o w 33'$ the3 take 
product and they acquire financial instruments The finanaal instruments 
acquired b} the people during any penod of time ma3 take many forms and 
shapes shares of net worth are finanaal instruments, so are bonds notes 
and other prom ses and so are the accounts issued by vanous t)-pes of finan 
aal intermediaries such as savings and checking accounts 

The acquisition of finanaal instruments b) the people means the 
same thing of course as finanaal saving which in the rest of this volume 
will be referred to simply as saving If jou save acquinng finanaal m 
struments 3QU are not taking all the benefits of jour economic activit) in 
the form of product someone else—a business firm the rest of the world 
or the people collecttie!} through goxeTnment —is taking product and jou 
acquire a financial instrument 

As an individual )Ou can deadc (within limits imposed by your in 
come and the like) how much money )ou will bold If next month you 
w ant to hold twice as much mone} as you hold toda) 30U can probably ar 
range to do so by adjust ng 30ur spending or by selling some of your as 
sets Cut the fact that )ou as an individual can decide how much money 
you ire going to hold does not mean that all the people together can deade 
how much monej all the people will hold At anj given time there is onlj 
so much money in the economy and the amount of monej held by people 
businesses and so on cannot be greater or less than that amount 

Sim larly you ma) decide how much you want to save That is }ou 
may decide what part of the benefits of jour services }ou wi<h to take in 
the form of product and what part }ou wish to take temporarily or for 
long periods of time in the form of U S Savings Bonds money shares of 
net worth and other finanaal instruments But again all the people to¬ 
gether do not decide how much they will save® Thej do not deade the 
amount of finanaal savings they will acquire just as they do not decide 
how much money they will hold 

The people can only acquire the finanaal instruments that arc issued 
by business firms government and the rest of the world and those vvho 
do the saving—who acquire the finanaal instruments these groups issue— 
do not decide on the amount of new sax ngs to be proi ided in any period of 
time These densions are made in the mam by the offic als of business firms 
when they deade to acquire new assets and by the administrative and legis 
lative branches of local state and federal governments when thej decide 

aTbis suggests that the inuHinC people save and the amount people s-aat 
to save may not be the same Both the amoont people save and the amount they 
want to save are important though as Chapter 13 will show 
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on the size of taxes in relation to pavnicnts to people To a lesser extent 
as far as the United States is concerned the amount of sa\ings the people 
mav acquire is also influenced by international trade when it is determined 
how much net product (plus or minus) the rest of the world will take 
from Amenca 

That there is only so much savings to go around is often a startling 
fact but It is nesertheless true Because what is true on an individual level 
IS often erroneously thought to be true of all people together and because 
your own expenence has been (of course) onh on an individual level it 
might apear to vou that the amount of saving done m any period is deter 
mined b> the people through individual decisions But lou can save only by 
acquinng a finanaal instrument and vou can acquire a financial instrument 
only if one is issued And you do not deade whether one is to be issued ® 

^\^lIIe the people do not decide how much savings thev will acquire 
they do by and large deade the form m which they vvnll acquire savings 
There are many types of instruments from which to choose stocks and 
bonds savings and checking accounts shares m mutual and pension funds 
There are arrangements in the economy that come dose to permitting any 
person who saves to hold his savings m whatever form he desires A closer 
look at these finanaal arrangements will come in Chapters 7 8 and 9 But 
deeding the form in which the people will hold saving* is quite different 
from deading the amount of savings thev will acquire And that latter de 
asion is made br othen 

The Real Side in Penpectne 

There remain some knotty questions concerning the real side of 
saving investment, and capital involved mlh what ha* been known as 
capital theory ’ in economics 

The questions to be raised are Why is there capital^ That is why 
do firms find it useful to hold product^ And if they do find it useful what 
/imi/r the amount they hold’That IS, whv do they not hold more’ ^nd since 

* A preview of some of the aaaljtjcal problems to come is provided by what 
seems to be aa exception w the above mle Suppose the people go to production 
groups, and provide services for wbKh they are paid Now people decide to save 
20 perceot of their income and rr/ur to tale the product. People hold unused 
claims (savings) corresponding to new produa held by businesses (investment) 
and the people have decided how much to save Bat the success of the people in 
deciding how much they will save can be only temporary Businesses usually are 
not happy with unintended increases m inventories and will act quicklj to cut 
them down—either by not prodneing as much themselves or by not ordering as 
much from other firms. The resoll is that product created and income created both 
decline and unemployment results and people cottespondinglj reduce their at 
tempts lo save Ultimately busisesses seill be successful in investing only what 
what they want to invest. The Case is complex though and full treatment is pro¬ 
vided m later chapters. ' 
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product he^ by business usually wean out after a tune, why is it said that 
capital IS ‘ permanent > ’ 

I. THE PRODUCTIVITY OF CAPITAL. Thc fact that production groups 
—any person or organization that produces product—holds capital is ex¬ 
plained by one simple principle it is often more productive to produce prod 
ucts that produce final products than to produce final products directly. 
More books can be made by producing linotype machines, printing presses, 
and the like than can be made by using the same resources to produce books 
directly Indeed, capital goods are used in thc process of making linotype 
machines and printing presses, making thc process of making books even 
more efficient 

Austrian economists around thc turn of the century identified capital 
with roundabout” methods of production, and the term is very descrip¬ 
tive of the use of capital “Roundabout" methods are often more productive 
than direct ones 

Perhaps this productivity can be seen more clearly in an extremely 
primitive example Suppose a self sufficient man, standing by a mountain 
stream, can catch a fish with his hands on the average of once every four 
hours Twelve daylight hours give him three fish, and hence sustenance 
But if he could spend ttveive hours making a net, he might be able to catch 
a fish every hour, or even more frequently By making a product to create 
a product (making a net help him catch fish), he increases his ability to 
catch fish The process t$ roundabout, it is also more productive than di 
rect processes 

The primitive example also su^ests why there is a limit to the 
ability of production groups to use capital Roundabout methods take time 
and use resources, it took twelve hours of the fisherman’s efiort, for in 
stance to yield one net The time and resources devoted to “capital forma 
tion” may in some instances, not involve any sacrifice Thc fisherman, for 
instance may have used after dark idle hours for producing his net But 
there is a limit to the resources that can be used for the creation of capital 
without sacrificing consumption 

More likely, the fisherman was permitted to spend time working on 
a net by virtue of a fortunately heavy catch of fish one day, which gave him 
a “day off” the next day for working on thc net With a day off, thc fisher¬ 
man had to decide whether to use his limited time adding to his consump 
tion goods, for example, picking berries or to use it creating capital Picking 
bernes involves more consumption immediately; creating productive capital 
involves even more consumption—but at a later time when the net is com- 
p'leteci Tne 'tact t'tiat capita'l means the postponement ol consumption, that 
there is a sacrifice, means that there is some limit to its fruitful use The 
advantage of extra productivity has to be balanced against the sacrifice of 
postponement of consumption 
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Similarly, in an exchange earnom), creation of capital may not in 
volve a sacrifice of consumption, if the resources used for capital creation 
could not or would not have been used for creation of consumption goods 
Or the sacrifice of consumption maj be slight, if the resources are far bet 
ter adapted to production of capital goods. But there js a limit to the re 
sources that can be used for the creation of capital without sacrificing con 
sumption This does not mean that an economy that increases its rate of 
capital formation must experience an actual reduction in consumption, in 
stead part of the increase in output capacity of the economy may be used 
for creating capital goods instead of consumer goods so that additional con 
sumption IS cnjo)ed sometime in the future instead of immediatel) Added 
productivity is the benefit that encour^es the use of capital in production 
processes, the use of resources for capital creation ordinarily means that 
fe\ver resources can be devoted at the same time to production of consumer 
goods Thus, there are also sacrifices mvoKcd m capital creation, limiting the 
use of capital 

II THE “permanence” OF CAPITAL Note that “capital” and ‘capital 
goods” are not sjnonytnous When an economy laies by not using all its 
productive resources for production of product to be consumed, and invests 
the saved productue capaaty in nesv capital by adding to the stock of in* 
ventones and productive faalities it also has nesv capital goods svhich are 
the inventories and productive faalities But once the saving has taken place, 
the capital is permanent (unless at a later penod there is real dissaving), 
even though the capital goods can near out in use 

Or, putting the paradox another wa) Suppose a firm adds to its as- 
sers by acquinng $100,000 srorth of product, in the form of a machine. 
The people’s financial capital increases by a value of $100 000 Years later 
the machine may have svorn out, but the finanaal capital is still held by the 
people And the real capital is still held b) the firm* 

The key concept in explanation of this fact is depreciation Suppose 
a firm acquires a machine costing $100000, at the same time issuing new 
financial instruments worth $100000 to allow it to hold the asset The 
machine, it is assumed, has a productive life of five jears, and it wears out 
so evenly over this penod of time that after one year it is worth (and may 
be sold for) $80,000, after two years, 60,000, and so on (This is the kind 
of estimating problem faang accountants We will assume that these amounts 
mt Trtft estimates, tut exact measures ) 

Assume also that the machine accounts for an output of $30,000 per 
}ear in final product, to be sold to another firm, to the people, to govern 
ment, and so on 

Can It be said that dunng a year $30 000 worth of product has 
been created^ Product worth $30,000 has been produced and sold, but 
at the same time, product worth $20,000 has been “used up ” 
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Of the $30 000, $20000 is “depreciation” It represents $20,000 
worth of wearing out of product (a capital good) and at the same time 
$20,000 worth of product sold New product created is only worth $10,000; 
and only $10 000 worth of claims will be allocated for ownership income, 
representing a 10 percent return on the onginal $100,000 

The $20,000 m revenue that has been called depreciation can then 
be used to acquire some other asset worth $20,000 A new capital good 
may be acquired, but the firm does not need to issue any new financial in¬ 
struments 

During each of the five years of the life of the machine, there is 

$30000 worth of final product sold, but only $10,000 each year in new 

product created After the five years arc up the original machine is fully 
worn out, and scrapped, but the original $100,000 in capital remains intact, 
because each year new goods have been acquired with the annual deprecia 
tion of $20 000 The goods wear out, the capital is permanent 

Hence over a period of time, capital goods—machines, buildings, 
and the like—can "reproduce” themselves, in a sense Or, instead, a firm 
can gradually take its old machines and “turn them into” new, more 

efiicient, up to date machines without having to issue new financial in¬ 

struments 



6 

AGGREGATE INCOME: 

MEASURING ECONOMIC ACTIVITY 


You have seen what is meant by income’ on an individual level the claim 
to product or the product itself received by an individual in exchange for 
his productive services And you have seen what is meant by product' on 
the level of the single production group the value added” by the group to 
a final product sold to the people individually or collectively, sold to the 
rest of the world or kept by businesses 

It is time to turn to total or aggregate income—the income received 
by all persons in an economy during a period of tune, and to total or ag* 
gregate product the entire output of an economy during a period of time, 
the product of all production groups 

I THE CONCEPT OF AGGREGATE INCOME 

For the individual, it will be recalled, his claims to product have a 
value equal to the value of his services, that is, to the value of the product 
he creates The individual can take as much product as he creates The 
value of the services he provides and the value of the product he can take 
arc the same 

Yet the individual can make a distinction between the product he 
takes and his income He may be paid $100 a week, but only take product 
worth $90 each week, saving the difference He may also surrender some 
claims in taxes when product is taken collectively For the individual, then, 
there can be a distinction between product created (service) and prod¬ 
uct taken 
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Equivalence of Sentcex and Product 

For the economy as a whole this distinction clearly disappears The 
economt as a whole—all four sectors—takes the product created For the 
econom) as a whole the value of services must be the same as the value of 
the product Dunng any period of time then the claims created and the 
product created have equal value for the economy as a whole 

This makes it possible to measure a^regate income in two ways 
You can measure aggregate income by counting how much each person gets 
paid for the provision of his labor and ownership services—adding up wage 
and salary payments interest dividends rents and so on Such a measure 
would give you ' income as usually thought of and would consist mostly 
(but not entirely) of money payments to people Or you could measure 
aggregate income by counting how much product was created—cither by 
counting the total product erealeJ by each production group or by counting 
the product taken by each of the four sectori Such a measure would give 
you income in terms of product rather than in terms of claim to product 

^ Simple Economy 

For example suppose you are to measure total income in a simple 
economv consisting of a few hundred persons and three large production 
groups The three groups all business firms are a farm to supply food and 
fiber crops livestock and lumber, a processor and manufacturer, to convert 
the raw materials provided by ihe farm into finished goods, and a dis¬ 
tributor to transport and sell the product to the ultimate buyers 

Total income will be arrived at in three ways by adding up (I) the 
claims allocated by each of the three firms, aid (2) the valued added by 
the three firms, and (3) the total product raken by the four sectors of the 
economy These additions are made in Table 6 1 

During the month under review, the farm creates product worth 
$1000 consisting of raw matrnals Claims worth $1000 are allocated to 
those providing services, so wc enter $1000 in the column headed claims 
allocated At the same time $1000 is also entered m the column headed 
value added indicating the product created by the first production group 
The farm however must keep $100 worth of the product as seed, 
feed gram and the Lke Under 'product taken” $100 is entered as busi 
ness investment. 

The remammg $900 worth of product is sold to the processor manu 
facturer From the raw materials this firm fabricates $2000 worth of 
finished goods adding $1100 to the value of the finished goods Hence 
$1100 IS added m Table 6 1 under ‘value added and since $1100 worth 
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T'^LE 61 
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adds another $350 to the value of the product. Assume that the distnhutor 
has suffiaent inventories and productive faaiities alreadj, and keeps none 
of the product this time It maj sell the entire $2200 worth to the people 
and to the rest of the world 

Add then $350 to both "daims allocated” and to ‘ value added,” to 
show the product created by the distnbutor The people (individually and 
collectively) take $1900 worth of the product, so add that amount to “prod¬ 
uct taken ’ 

But to complete the picture, it is necessary to take account of product 
taken from the rest of the world Assume that the farm takes $50 worth of 
product and the processor manufacturer takes $50 worth of product from 
the rest of the world Both these amounts must be added under ‘ product 
taken by business”, and their sum $100 is deduaed from product taken 
by the rest of the world to arrive at net product taken by the rest of the world 
of $200 

Total claims allocated are $2450 Total value added by production 
groups IS identical $2450 Adding up the product taken by the people and 
by business together with the net product uken by the rest of the world 
also gives a total of $2450. as indeed it must 

The example shows that claims allocated must alwavs be equal in 
value to the product created It also shoves, once again that this is true 
regardless of whether “product created * is interpreted as meaning the value 
added by each production group or the value of final product sold to the 
four sectors 

Some other useful points may be gleaned from the example Can you 
tell from the informaiion given how much savings—new financial mstru 
menu—was creared for the people to hold during the period* 

In the first place product held by business increased by $350 im 
plying $350 worth of savings going to the people Second, the rest of the 
world took net product worth $200, impljing another $200 worth of 
savings going to the people So far, then savings arc $550 

New financial instruments are also created when government units 
have deficit budgets 34Tiat financial savings were created in this example, 
by government units* 

You cannot tell Part of the $1900 taken by the people, it was said, 
was taken collectively Assume that $500 worth of product was taken col 
lectively That still docs not answer the question of whether there was a 
balanced budget, a defiat, or a surplus The necessary information is just 
noc pnjvKfeo’ 6y cfie exairrpAr Ailf yinr cm w fAac CiVe /rew simngy ieW 
by the people will be $550 plus any defiat or minus any surplus in govern 
raent budgets 

The point IS that in the measurement of aggregate income, whether 
government units have defiots, surpluses, or balanced budgets docs not 
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matter In adding up total product taken, you will add in $500 taken by 
the people collectively, regardless of Ac amount of taxes collected In 
adding up total claims created and allocated to the people, you will add 
in $500 worth of claims created and allocated to those who created the col 
lectively taken product, regardless of whcAer there are also $500 in taxes 

Other important points raised in the example will be discussed as the 
chapter proceeds 


What Aggregate Income Is Not 

The definition of aggregate income is straightforward and simple 
it IS the value of total product created during a period of time, it is also the 
value of all claims allocated over Ae same period of time 

Yet this straightforward and simple definition usually does not pre 
vent some problems from ansmg, and some mistakes from being made, in 
Ainkmg about the actual counting of aggregate income For that reason, 
It is useful to spell out some things that aggr^ate income is not 
I AGGREGATE INCOME IS NOT TOTAI. SALES If in the Simple economy 
example you added up total sales, you would get $1000 worth of sales by 
the farm, $2000 worth of sales by the processor and manufacturer, and 
$2200 worth of sales by the distributor, or a total of $5200 m sales In 
adding total sales, you would be adding the same product over and over 
again, first when it is sold by the farm, then when resold by the processor 
manufacturer, and finally when it is sold by the distributor 

In the actual measurement of income, you can measure total sales 
of final product, which is what you do when you add up product taken by 
the people, by business, and net product taken by the rest of the world You 
do not count intermediate product, such as raw materials sold to the 
processor manufacturer, as part of total product To do so would be “double 
counting” 

In practice, the distinction between intermediate product and final 
product is not as easily made as the example would suggest Raw materials 
sold to a processor are obviously intermediate product But what about 
an executive’s country club membership for which dues are paid by his 
company’ Even this would probably be considered intermediate product, 
since the firm counts it as an expense of doing business, and includes it in 
the price of the product it sells If you buy a car from such a firm, the ex¬ 
ecutive’s golfing time is included in Ac price of your car, and to count 
Aem both would be double counting On a conceptual level, the distinction 
between intermediate and final product is dear, but in actual measurement 
Ac rule as to what is called an intermediate and what a final product must 
be fairly arbitrary If the firm deeded to stop paying the executive’s country 
club dues, but raised his pay $750 a year so Aat he could pay them himself. 
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the $750 would be called a claim allocated by his firm and the country 
club membership would be counted as a product taken by the people The 
change would result m a $750 increase in total income 

The Department of Commerce has fairly complex rules covering 
what should be counted by them as intermediate product and what as final 
product These rules are close to but not the same as the rules of the 
Internal Revenue Service when the latter decides whether payment of 
country club dues entertainment and travel expense, and the like, is a 
legitimate business expense 

One knotty problem in distinguishing intermediate product from 
final product is posed by the government sector When a firm bujs a 
postage stamp pays to use the highways pays taxes that support its use of 
military protection sanitation and so on, these costs are reflected in the 
price of the final product it sells To the extent that government provided 
product IS used by business m the production process, it should be called 
intermediate product But postal service, highways military protection, 
sanitation and so on are also used by the people, and to the extent that 
they are should be considered final product 

There is no way of dividing up government provided product be 
tween business and public use In practice, the Department of Commerce 
considers ell government product to be find product Even production 
related projects such as deepening and widening a river channel for ocean 
sized vessels is considered to be “product taken collectively by the people ” 
All product taken by the government is counted in measuring total income 
II ACCRECATE INCOME IS NOT TOTAL BENEFITS Once again, it IS im 
portant to note that there is no economic activity without exchange A paid 
housekeeper creates a product, ‘housekeeping,’ and is paid for what she 
does Her activities enter into total income A housewife may do the same 
thing Creating the same benefit, but her activities do not enter into total 
product Similarly you may buy a high fidelity amplifier for $100, that 
amount of $100 is entered as claims created (at the point where the product 
was created) and as product taken by the people The same benefit may be 
created if you buy an identical amphfier in kit form for $50, and assemble 
It yourself But only $50 worth of income and product are recorded Do 
It yourself activities do not enter into total product 

The rule then, is that there must be exchange for the benefit to be 
included in aggregate income measures There are however tv.o exceptions 
to the rule. 

a ‘Housing" Rigorous applicahon of the economic activity only 
rule would mean treating rented houses and apartments differently from 
housing owned by the occupant The former would involve regular receipt 
of ownership income (rent) by the landlord, and regular creation of the 
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product, “housing,” by him The latter would involve no ownership in 
come, no creation of product 

One trouble with applying the rule so rigorously is that if you were 
renting a house at $100 per month, and then decided to buy the house, total 
income would fall by $100 per month Moreover, throughout the economy, 
as more and more people own their own homes instead of renting (as is 
happening in the United States) total income would regularly and gradu 
ally decline 

To prevent these distortions, the Department of Commerce has de¬ 
cided to treat rented and owner occupied homes m the same way All homes 
are treated as rented 

In order to do this, a simple fiction is employed It is assumed that 
all owner occupied homes are owned by production groups Instead of say 
ing that Mr Jones owns a house, the Department says that there is a pro¬ 
duction group of this sort 

The house owning firm creates and sells to Mr Jones the product 
"housing" That product (the value can only be estimated) is counted as 
product taken by the people Mr Jones also earns ownership income 
(counted as rent) from his ownership of the house owning firm 

This exception implies nvo important changes in the counting pro 
cedure* (1) The product taken by the people is “housing,” not houses 
New houses are not counted as consumer product And (2) correspond 
ingly, a new house (or other home), whether acquired by a landlord or by 
the occupant, is counted as “investment”—as product taken by business 
b Form products Some farm products are not sold by the farm, but 
are kept on the farm, for consumption by the farmer and his family Strictly 
speaking, this sort of production for your own consumption is no different 
from other do it yourself activity, and rigorous application of the eco 
nomic activity only rule would mean that it could not be counted m to¬ 
tal income 

But once again, the stnet rule could cause distortions, especially 
when you try to compare total product of two countries, one of which 
has a considerable amount of “subsistence” agnculturc, and the other where 
agriculture is almost entirely “commercial ” 

The answer is similar to that employed in the case of housing The 
farmer and the larm are thought of as being entirely separate The farm 
is a production group, whose net worth is owned by the farmer Instead of 
saying that the farmer consumes what he produces, the statisticians say 
instead that 

The fanner provides ownership and labor service to a produc 
tion group—the farm—and is allocated claims Some of these claims 
are canceled when the farmer receives money, corresponding to the 
portion of the crop sold to others Some of the claims are used to take 
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the agricultural product itseU All the product n treated as if it were 
sold, and all the claims are counted as claims allocated 

in AGGREGATE INCOME IS NOT HEALTH Total product Created during 
a period of time, and total claims allocated over the same period of time, 
constitute that period’s aggregate income You must be careful to distinguish 
current income from production m a patl period, and from claims al¬ 
ready held 

For instance, if you sell a used car for $500, the $500 is not income 
because the car is not new. You previously held $500 worth of car, jou 
now hold $500 worth of money 

You can buy something svithouc having earned income dunng the 
same period Suppose jou deade to buy a washing machine You go to your 
bank, turn in a savings account you have held for years and get money Or 
you just use money you have held for some time. Your savings account ts 
not income, nor is the money you have held (although you may have held 
this financial capital by virtue of income received in the past), these assets 
constitute part of your wealth And the money you might get in exchange 
for your savings account, like the money you might get m exchange for a 
used car is not income, it represents a change in the form in svhich your 
tvealth IS held 

While the economy as a whole—all four sectors—can take only as 
much product as it creates the same is not true of an individual, or even 
of a sector The fact that you as an individual can buy something may or 
may not mean that you have received income during the period 
IV ACCRECATE INCOME IS NOT MONEY RECEIVED It should alsO be 
clear that aggregate income during a period is not the same as the total 
amount of money received by the people dunng that period Not only do 
people receive money payments that are not income payments, but some in¬ 
come is received in forms other than money 

a People can receive money without creating product, and those 
receipts of money cannot be counted as ' income " It has already been noted 
that people can receive money when they sell old assets Besides this, people 
can also receive gifts of money, soaal security benefits, scholarships vet 
erans' bonuses, and other payments where no service is involved All such 
payments, involving receipt of mon^ but no concurrent productive service, 
are called transfer payments 

Transfer payments, as explained in Chapter 2, consititute a large 
portion of total federal government expenditures Figure 2 4 showed that in 
1963, total federal government expenditures were $115 2 billion, of which 
Only $64 7 billion consisted of product taken collectively Only the $64 7 
billion would be counted in total product, the remaining $50 5 billion con 
sisted of transfer payments 



AGGREGATE INCOME MEASURING ECONOMIC ACmTEV 109 

one arbitral) practice of the Department of Commerce m computing ag 
gregate income—a practice that jou may regard as an exception to the 
definition of income or as a perfectl} valid interpretation of the definition 
depending on )Our point of \iciv 

If )ou own a corporate bond and receive interest that interest is 
counted as income and included when total income is computed The in 
terest is )our pa\ for ownership service If )ou own a muniapal bond 
—a promise of a state or local government—the interest )ou are paid is 
likewise considered to be income But if jou own a government bond — 
a promise issued h) the federal government—the interest )ou receive is con 
s dered to be a transfer pa)menl 

The reason for this practice is usually given as follows Ownership 
of bonds issued by firms ordinanlv corresponds to the ownership by the 
firms of some productive asset—some capital good Moreover the ownership 
of a muniapal bond also ordmanly (but not always) corresponds to the 
ownership by a state or local government of a capital good such as a high 
way a school or a courthouse These capital goods owned by firms and b) 
state and local governments are thought to be productive and to account 
for the existence of ownership income 

But as explained in the previous chapter federal government prom 
ises do not correspond to any capital good Ownership of them is not 
thought to contnbute to the prodocovity of the economy Hence the in 
terest paid is not thought of as income ' 

b A second difference between money receipts and income is that 
some income does not take the form of money paj-ments A partial lut of 
types of nonmone) income should suffice to demonsttate the point 

Some people are paid »n kind for their services tVaitresses 
get free meah bank clerks get low interest loans railroad emplojees 
get free trips and so on 

Almost all providers of labor services get fnnge benefits 
of some kind as v»ell as pay rn the form of money Included arc 
company-operated cafeterias the einplo)er s share of social security 
contributions and of pension fund plans the office party and the 
company boi\Iing league and the like AU of these must be counted as 
income 

If you hold a savings account tnterest will probably be added to 
)our balance four times each year Such income may be earned in 
definitely vjiihoul your leceivii^ any money In effect your pay takes 
the form of increases m your savings account not money 

Similarly if you own a share of net worth of a firm that has made 
a profit but does not pay you m money (pays no proprietor s income 
partners income or dividends) your pay ukes the form of an increase 
in value of the share of net worth you hold 

I Thu practice does not solve the probteiu however Ownership service id 
the private sector is ued to the eiisfeoce «f prodoctire capital goods But productive 
capital goods owned by the federal gove nu nent are em rely ignored 
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Besides these examples nonnoner income recorded by the Depart 
roent of Commerce also mdudcs (as explained earl cr) tb* ^^lue of farm 
products consumed on the farm and th* annua] ‘rent' a homeowner is 
assum-d to pat to himself 

II THE PL BUSHED MEASURES 
OF TOTAL PRODUCT 

In the I,nit*d Sta*es total inconi' is measured and reported by th* 
OSce of Bus’fl'ss Economics of th' Dep a rtmen t of Commerce. TTi' De- 
partm'Tt pub’ish's two for thre* depending on how you count them) dif 
feTr"! total income records one (or two) of which measures total product 
talen br th' four sec'o's the other recording total cla.ms allocated to the 
P’cniders of productne s'niccs As shown earlier these two app'oaches 
are sf'plr rwo wavs of measuring the same thing 

Measuring Product Taken 

The measures that report total product taken by the four sectors 
are call'd ncticnal product and net national product Th'r are com 
put'd br adding up the following 

I riNAl FPOStCT TAKEN EY THE PEOHLI INALLY Sales tO 
this s'ctcir tndud' such p'oducu as food appliances automobiles medical 
S'mee pniat* education, and so on. Houses bought bv di* p-ople are not 
included but hourng is tncludi'g th'‘imput'd rental ndu'of owner 
occupied dwell ngs ^Iso includ'd is that portion of farm production coa 
sum'd bv th' farmer and his famBr '\\*bc'c the product was p educ'd is 
not considered so product tahen br th* people can include domesticallT pro¬ 
duced and import'd product (including such ‘ imports" as product bought 
abroad wiule on an oierteas tnp) 

IL rawAL FPOnUCT TAFEN COU.ECTTS'ELT. THEOUCH C<n*EPNMEN-T 
UNITS. ^ alrradv noted die product tatm br th' ‘goiemmcnt sector" 
(somrtim's call'd th- “pubLc sector" to disnrguish it from all oth-r sccio's 
that tog'die* are call'd th* “pmat* sector") is not th“ sam* as th' sum 
total of all govertmiest budgets brtzus* transfer paymects are excluded. 
CoUectnclv tahen product dort indnd" such items a» d'f'ns* expenditures 
school constmcncin and oprtatioa highwae construction, goremm-nt sala*y 
pannenis, and th* lite. ^ p ni d uct taken br th' peopl* coU'cnTelr is con- 
sid'rtd TO b* final ■p'o&uct. ^gxn, no distinrtitn a mad* brtweca products 
CTea*'d domesticallr and p'oducts i mp o r ted from ab-oad. 

III AEOmONS TO BUSINESS HOUHNGS OF INTENTOPIES AND PPODLC 
III £ FACllxriES or domesne p^ iva ** nnBtm“nt. as it is often called. As 
explam'd in Chapter 5, when an existing cap tal good wears out but its 
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depreaation pays for a nw capital good to replace it that new capital good 
IS not new product and should not be counted as part of total product or 
total income There are because of the existence of depreciation luo 
measures of investment froTs investment includes all new inventories and 
productive faalities without making am adjusUnent for the capital goods 
used up in the production process investment includes the same 

goods but with the value of the goods used up in production subtracted In 
other words net investment is gross investment minus depreaation (or 
minus in the language used by the government capital consumption al 
lovvances) 

^VhIch of the two figures tkould be used’ There are arguments 
for and against each of them Gross investment can be counted but since 
there is no wav of counting actual capital consumption the figure for 
net investment is onlv an estimate The gross figure then is more accurate 
But on the other hand onh net investment s new product so ffross in 
vestment actually overstates the amount of product taken by business 

Once agan in computing gross pm ate domestic imestmenl or net 
pmate domestic investment no distinction is made between imported and 
domestically produced goods 

IV NET PRODUCT TAKEN BY THE REST OF THE WORLD also referred tO 
as twlfotevgnvmestmewt TKvs last stem vtvclvidtd \tv total product vs vw a 
sense an adjustment made necessary because of the existence of interna 
tional trade 

The Department of Commerce is not really interested m total prod 
uct taken it wants to measure the value of total product created in the 
United States One way to measure this would be to count only domestically 
produced product taken by the people by business and by government and 
to add to that all product taken by the rest of the world For instance in 
Table 6 1 the statistiaans measunng total product in the simple three firm 
economy would measure $1900 product taken by the people only $2i0 
taken by business (imports worth $100 not being counted) and $300 worth 
of product taken by the rest of the world The total income measured this 
way would still be $2450 

But this way of measunng income ts not convenient in practice be 
cause It is too difficult to distinguish between imported and domestically 
produced product taken by the first riiree sectors 

So imported product is tneiuded in product taken by the people 
by business and by government If the product taken by the rest of the 
world were exactly equal to the product imported by these three sectors 
no adjustment would be necessary Product created and product taken 
would be equal with any product taken from abroad being exactly offset 
b) product created here but taken abroad 

But international trade docs not in 


any given year balance out so 
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e\fnl} , and an adjustment is \iTtuaIi} alwars needed If total product cre¬ 
ated exceeds total product taken b\ the first three sectors because net 
product has been taken bj the rest of the ssorJd then the net product taken 
b\ the rest of the world must be added under ‘product taken’ to be a 
\ alid measure of total product 

Net product taken b) the rest of the world can also be negatne, 
irheneier the United States tales more product from abroad than tJie fe«t 
of the world takes from us 

Note that no adjustments of this sort has e to be made when count 
ing total claims allocated as in Table 61 Total claims allocated wll al 
irai-s be equal to total product created 

Grojj National Product and Net National Product 

^^^len tou add the product taken indisiduall} bj the people, gross 
business investment product taken collectively, and net product taken by 
the rest of the w orld for ant pven tear, tou get gross national product or 
GNP If 3 *ou substitute net business investment jou instead get net na 
tional product orNNP 

NNP IS in theory, a belter measure of economic actiMtj, since it 
includes onh neu product created But since actual capital consumption 
cannot be measured but onh estimated NNP is not as exact a measure 
as GNP For most purposes it does not matter which j-ou use as long as 
vou remain consistent GNP and KNP grow at about the same rate, m 
recessions they decline by just about the same amount 

Table 6 2 below shows m summary form Department of Com 
merce figures for GNP and NNP for 1963 

This summanred presentation of GNP and NNP is useful for 
manr perhaps most macroeconomic purposes. But considerably more de¬ 
tailed records are av ailable which can tell you for instance, what the people 
spent for jewelry or for shoe repair, how much state and local governments 
spent for operation of jails and pnsons and the like Refer to Figure 2 2 
for a detailed review of product taken individually by the people, or to 
Figures 2 3 and 2 4m that same diapier for a more detailed account of 
what kind of product was taken collectively 

Measuring Claims Allocated 

The nihfj nwAsurr ftf JntaJ jnenme jvr«ored b^ ib^ 0.f6rr s-f Bits.' 
ness Economics of the Department of Commerce is a measure of claims 
allocated to those who provide labor and ownership services, and is called 
national ineome 

The reported national income, or Nl, measure is broken down by 
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table 62 

GROSS NET NATIONAL PRODUCT, 1963 

( billions of dollars ) 


1 Product taken by the people individually 


374 9 

Durable consumer product 

5 52 1 


Nondurable consumer product 

167 5 


Intangible produci ( services ) 

155 3 


II Net business investment 


31 2 

New home construction (nonfarm) 

25 2 


Other new construction 

21 S 


Productive facilities 

31 0 


Increase in inrentories 

44 


Total Cross investment 

82 0 


Minus capital consumption allowance 

50 8 


III Product taken collectively 


122 6 

Federal—defense 

552 


Federal—nondefense 

95 


State and local 

57 9 


IV Net product taken by the rest of the world 


44 

Produci taken by Che rest of the world 

50 7 


Minus product taken from the rest of the world 

26 5 


Total net national product 


583 1 

Gross national product 


583 9 


Note Becauie of roundiog, detail may ooi add to totali 
MURCE U S Department of Commerce 


type of income—that is, by type of service rewarded But a few words of 
caution arc necessary, because the labels can be easily misinterpreted 

It would be useful to have a brcafcdowo bettvecn claims allocated 
for labor services and claims allocated for ownership services Unfor 
tunately, such a record is extremely difficult, if not impossible, to prepare 
One example should make clear why 

Suppose tw o men go into business as partners each putting up $5000 
to acquire assets They operate a small printing firm, and employ a dozen 
other persons One partner btasmes manager of the “front office,” being 
responsible for sales, keeping records, and so on The other supervises the 
"shop”—the typesetting, composition, pnnting binding and so on 

At the end of the year they find the) have paid $60,000 to em 
ployees and paid another $40 000 for matenals, rent, power and gas. and 
so on, for total costs of $100,000 Their firm's total revenue was $120,000 
They record $20,000 m "profit,” and pay income tax on that amount But 
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was the $20 000 all ownership income^ Part of it probably was but part 
of It was for the partners own labor services Distinctions between owner 
ship and labor income are extremely difhcult to make in the case of partner 
ships and proprietorships In N1 figures, the tsvo are lumped together as 
proprietors’ income ” Other misleading interpretations can be made of 
NI data For instance also reported is personal rental income If a man 
owns land buildings and tbe like, and rents them to others (or to himself!), 
his pa) IS reported as persona) rental income” But if lie owns a firm that 
rents to others his pay is reported as ‘proprietors' income”, and if he 
owns a share of net ivorth in a corporation that rents to others, his pay 
is reported as corporate profits ” 

With these warnings in mind a review of what would be counted 
to arrive at a measure of NI can be given 

1 Compensation of em^fojees While total pay for labor services 
cannot be counted, as explained above, it is possible to add up the total 
pay of those who are strictly employees and not proprietors or partners 
Included is the pay given to business and government employees and also 
other compensation of employees such as the employers’ share of social 
security and pension contributions 

2 Proprietors' income This figure reports the total income of part 
ners and proprietors without distinguishing between pay for labor services 
and pay for ownership services Part of this income is not taken in money, 
but m the form of an incre3«e m the value of net worth reflecting an in 
crease in the value of assets (or reduction m the liabilities) of the busi 
ness firm 

3 Rental income of persons This figure includes not only rent pay* 
ments actually going to individuals, but the rent that homeowners are pre 
sumed to pay to themselves 

4 Corporate profits Total corporate profits and not just dividends 
paid are reported here though a detailed breakdown will indicate what 
part IS retained by the corporation The figure for corporate profits in 
eludes a small item for inventory valuation adjustment ’ reflecting changes 
in the value of inventories held by co^wrations 

5 Net interest Interest payments, not including interest on promises 
issued by the federal government 

A summary presentation of national income for 1963 appears in 
Table 6 3 


An Apparent Discrepancy 

The analysis thus far has shown that the total claims allocated must 
have a value equal to the value of the product ircated The example of the 
simple economy with three firms showed in some detail how this equality 



AGGREGATE IVCOME- MEASURING ECOSOMlC ACTOTn* 


115 


TABLE 63 

KATJO\.1L J\COME. 1963 

{hiilttnts of rfoKnr^l 

I Compensation of employees 
\\ aj^es and salaries 

Wdican 

Ctxilian gntemment 
Supplements 

Emploier contribution for 
social insurance 
Other 

II rroprietoTs income 

Business and professional 
farm 

III Rental income of persons 
Jl Cijrporste profits and mtentor* 

taluation adjuscment 
Profits before ta^ 

Di\ idends 
Retained eiminp 
Coiporate tax 

Jnsentor> s'aluaiion ad;usuneni 
V Net interest 
Total national ineotae 

Note Because of rpundinp detail rots nw add to totals 
SOtJRCE D S Departroeut pf Commerce 

worlcs out on an ao-g^gate lesel The saluc of sen ices and the s-alue of 
product must he identical in any period of tone. 

Nesertheless Table 6-2 shows the ^alu^ of total product created in 
1963 (net rational product) as 5533 1 biUion and TaWe 63 shon^ total 
claims allocated m 1963 (national income} as only $47S 5 billion 

Of course counting practices are not perfect, and \rc rrould expect 
a slight dtfierence hettreen reported and reported NI, hut the 1®63 

difference henreen the tsro was $54 6 bUlion Konetheless the difference is 
ea'iilr explained In measuring product taLcn the Department of Com¬ 
merce uses the prices nrtacl/j pcid for firal products, esen though these 
prices often include sales taxes exase taxes frandiise fees, and oAct 'in 
direct business taxes” paid to the goxeinment. These indirect business taxes 
arc not of course, reflected in the datms allocated by production groups 
for sen ices perrormed 


540 3 

812 1 

$2329 

10 Q 

48 3 

2SJ: 

150 

131 

50 6 
87 6 
ISO 

12 S 

50 8 
51,2 
ISO 
87 
24 3 

-0 4 

24 4 
476 5 
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For example, tf m the simple three firm economy represented in 
Table 6 I there were imposed a 10 percent tax on sales by distributors, the 
value of the product taken by the people would have been recorded as 
$2090, and total product taken would have been shown as $2640 

It IS to be stressed that these indirect business taxes reflect a count 
inff problem, not a Molation of the rule that claims allocated are equal to 
total product Total product taken and claims allocated are equal But the 
reported figure for total product taken, NNP, is 'blown up” b) the un 
atoidable inclusion of indirect business taxes* 

Some Other Adjustments Made 

Most commonlj, total income data arc presented in annual terms 
But for man) purposes it is important to watch changes in total income 
oier shorter periods of time Therefore, the Department of Commerce 
renders quarterl} reports on gross national product and on national income 
The quarterl} reports are usually presented as “seasonally adjusted 
annual rates” for the first, second, third, or fourth quarter of a given year 
By "seasonally adjusted annua] rates” ■$ meant that the figure presented 
implies a certain GNP or Ml for the entire year 

For instance, if normal business activity were the same during all 
seasons of the year, and if quarterly GN'P were $125 bilhon, the annual 
rate would be four times this amount or $500 billion But one fourth of 
the year s production does not ordinarily take place m each quarter If pro 
duction were $125 billion in the fourth quarter, the seasonally adjusted 
annual rate would be less than $500 billion, because ordinarily more than 
25 percent of the year’s production takes place in that quarter 

Suppose you want to make a comparison between the total income of 
the economy in 1950 and 1960 You could look up 1950 GNP and find that 
It was $284 6 billion, and look up I960 GNP and find that it w as $504 4 
billion The indicated increase is $219 8 billion But such a comparison 
would be misleading 

For one thing, the composition of the output would be different 
There would be products taken in 1960 that did not exist m 1950 and 
many others that were taken in relatively greater quantities The use of 
“dollars’ worth” to indicate the amount of product is reasonable, over fairly 
short periods of time, but the longer the period between the years compared 
the less valid the companson, simply because the products are not the same 
There is nothing that can be done to avoid the kind of distortion 

lowed for, there ij still a discrepancy in the 196} figures of approximately $2 7 bil 
lion. But this difference is small enough that vre may justifiably attribute it lo 
statistical discrepancy” 
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created bv a changing cornpasition of total outpnt. But there n another bnd 
of diMort-on inherent in the above I9 j 0-1960 comparison that can to a 
large extent be rectified 

Correcting for Price Level Changes 

Not only drd total output increase between 1930 and 1960 but so 
did the prices of most prodticu Any general pnee level change whether up 
Of d wn distorts total income measures taken bv pnces current in the vears 
being measured 

Changes in the general level of prices are discussed in Chapter 18 
Here it can only be noted that the Department of Commerce each year 
recalculates at present pnces all past years total income figures For in 
stance 1%0 GNP m 1962 pnces was $313^ btlhon and 1930 GNP m 
1962 prices was $370 0 billion In 1962 pnces then the increa.se was $l-f3^ 
If you used 1930 pnces of course the figures would be different 

When compansons between years are made using the pnces of only 
one particular year such as “m 1962 pnces” above the measures are said 
to be in constant dollan ” 'When the 1930 pnas are used for 1930 GNP 
and the 1960 prices for i960 GNP the measuro arc said to be m “cut 
rent dollars 

Table 6 4 shows U.S gross national product from 1929 (the first 
year such measuies were made) through 1962 m both catient and con 
stant (1962) dollan 

Once again, however the warning applies Even though the figures 
shown m Table 6 4 have been adjusted for price level dianges the 1929 
figure IS not stnctly comparable with the 1962 figure nor are any GN P 
comparisons over a penod of four or five years orapletely dependable 

Some Uses of the Measures 

Total income figures are widely cpioted for a number of purposes 
In thmtjng of the uses to which GNP NNP and NI figures are put, vou 
may make direct companions with ffie U'^s to which individual incoroi- 
figura are put. 

Like an indiwduaL an entife eennomy is ord narilv limited in the 
amount of product it can take An indvidoals income is a fairlv accurate 
guide to h j ability to take product (although be mav draw on saving bot 
row and the lice) And the most recent total income of the econorav cs- 
peaallv if there is no recession is a good indication of its ability to pro 
duce—of Its capaatv m a sense 

\ ou mav use income to compare the well being of two different m 
duidnals. There are wcafcresso m income as a measure of individual well 
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TABLE 64 

US GROSS NATIONAL PRODUCT. 1929-1962 
{in biUtont of currtnl and constant 1962 dollars') 


Year 

dollars 

1962 

dollars 

Year 

Current 

dollars 

1962 

dollars 

1929 

1044 

2120 

1946 

2107 

328 4 

1930 

91 1 

192 5 

1947 

234 3 

327 9 

1931 

76 3 

178 2 

1948 

259 4 

340 7 

1932 

58 5 

1519 

1949 

258 1 

341 7 

1933 

56 0 

148 2 

1950 

284 6 

370 0 

1934 

65 0 

1623 

1951 

329 0 

400 4 

1935 

72 5 

177 8 

1952 

347 0 

415 8 

1936 

82 7 

202 7 

1953 

365 4 

43 4 8 

1937 

90 8 

2132 

1954 

363 1 

426 3 

1938 

85 2 

2039 

1955 

397 5 

459 6 

1939 

91 1 

220 7 

1956 

4192 

469 4 

1940 

100 6 

239 3 

1957 

442 8 

478 5 

1941 

125 8 

2786 

1958 

444 5 

471 1 

1942 

1591 

3185 

1959 

482 7 

502 6 

1943 

192 5 

358 7 

I960 

503 4 

515 8 

1944 

211 4 

384 8 

1961 

5187 

525 5 

1945 

2136 

377 5 

1962 

553 9 

553 9 


SOURCE Council of Economic AdviscTS Etonamit Rtftrt »/ tkt Presidtnl 

lUi 


being both because rot all benefits are created by product and not everyone 
shares the same evaluation of product that IS exchanged Similarly compari 
sons arc made between nations or states (with adjustments for size of popu 
lation) to determine how well off the peoples of different areas are Pub 
Iished data show that annual per capita income in the United States is 
over $2000 while annual per capita income in some underdeveloped coun 
tries such as Haiti or India is less than $100 And just as when such com 
pansons are made on an individual level interstate or international compan 
sons of total income must be made with some reservations 

If you want to compare the well being of peoples in different coun 
tries income would be one but only one of the measures you would want 
to look at Another might be average life expectancy at birth, another might 
be average daily caloric intake In die United States it is common to make 
regional comparisons in the number of bathtubs per person or the per 
centage of families that own dieir own homes Coropansons of well being 
are always based on implicit value judgments of one type or another 
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Just as you might look at an mdis'tdual's record of mcome ov-er a 
period of years to determine the progress he is making you might make 
mtervear corapansons of an economy’s total iiKome to determine its rate of 
growth Inter} ear compansons also show what happens when recessions or 
depressions hit an economy Table 6 4 shows that GN P in 1962 dollars fell 
from $212 0 billion in 1929 to $148 2 billion m the depths of the Great 
Depression in 1933 and that it declined from a 1945 loel of $377 5 billion 
at the end of IVorld War II to $328 4 billion in 1946 

But once again interyear comparisons o\er long penods of time must 
be interpreted with care and when made bi others to prove some point 
followed with suspicion 

The immense wealth of detailed information on the composition of 
output IS extremelr valuable in its own right espeaally when you are less 
concerned about the amount of economic activity than the kind of economic 
activit} being earned on A review of changes taking place m this detail 
constitutes nothing less than a review of the wav our economy is changing 
frota ycat ta yeas 

Tv.0 Other Measures Personal Income, and 
Disposable Personal Income 

Gross national product, net national product and national income 
are the only measutes made of the total income of the U S economy But 
the Department of Commerce aI>o presents a number of other measures, two 
of which—personal income and disposable personal income—are widely 
quoted 

Personal mcome and disposable personal income are, it must be em 
phasized, not measures of total income They come closest to being measures 
applicable only to the first sector—the people 

The general purpose of the two measures is to show how much 
“spending money” the people earned or otherwise received dunng a penod 
of time, usually a year This is di&erent from national income, because 
not all of the income reported under nabonal income can be spent by the 
people 

To arnvc at personal income, or PI, begin with national income, 
but exclude the following, which are not paid in money to the people 
corporate profits taxes, corporate retained earnings, and both employers’ 
and employees’ shares of soaal insurance contnbutions But then add m 
some payments received by the people that arc not counted as payments for 
services but are transfer payments from other sectors to the people net 
interest paid bv the federal government, other government transfer pay 
ments, and business transfer payments 

Not all of personal income can actually be spent, because the people 
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TABLE 63 

PERSONAL I\COME JKD DISPOSABLE 
PERSONAL INCOME, 1963 
{billions ofAotlari) 


National locome (from Table 6 3) 


4478j 

Less corporate profits minus dnidcitds 


— 32.8 

Corporate tax liability 

S243 


Retained eanungs 

67 


Inventory valuation adjustment 

-04 


Less contributions for soaal insurance 


— 26 9 

Plus net interest paid by goiemment 


+ 83 

Plus other government translar payments 


4-34.3 

Plus business transfer payments 


+ 24 

TotaL Pervooal income 


$464 0 

Less direct personal taxes 


-61.6 

Total Disposable penonal income 


$402.4 

Nate Beeaaie of rouodjig. detail nar oo 
MCtca U S Depanaem of Commerce. 

c add to tnalt. 



must pay direct taxes espeaallf locome taxes to government units. Dis- 
posable personal income, or DPI u computed bj subtracting direct taxes 
from PI 

The computation of PI and DPI should not mislead you horrevcr 
The deduction of retained eanungs does not mean that owners of these 
corporations are not paid for their ownership scmce. They are paid, but 
they are not paid money 

PI and DPI do not measure total uicsmc, and ther may m fact 
move in difierent directions from total income. There are years, for in 
stance, m whidi ?*NP and NI do not increase, or even decline, reflecting 
a recession during these recession years, PI and espeaally DPI may con 
troue to increase, because recession years arc years in which goremment 
transfer payments raid to increase, and direct persona] taxes tend to decline. 

TTus fact alone maies DI and DPI important in tfieir own nghL 
And indeed each of the fire measates presented in this chapter has its 
unique qualities that mate it useful for a Tanety of analjQcal purposes. 
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THE OPERATIONS OF FINANCE 


It has b«n noted already that m the aggregate the people can taie as much 
product as they creat* so that total services provided are worth’ exactly 
as much as total product created It has also been noted that on an indi 
vidual level each penoti can take as many ‘ dollars worth” of product (m 
eluding product taken collecuvely) as he creates when he provides services 

Recall also the«e other unportant fcasture» of an interdependent 
econofflv 

1 Products are most commonly produced not by individuals actmg 
OR their own but by producQon groups mainly pnvate business firms, and 
production groups not being individuals, cannot themselves provide semces 
and create product. Hence production groups con take and hold product 
only through legal arrangements such as the issuance of liabilities 

2 Individuals who provide services do not ordinarily take the very 
same products they created or helped to create, but can take product equal 
m value produced by others 

There is nothing new or remarkable about either of these two points 
They are everyday facts of life for anyone living in an advanced, inter 
dependent cconomv They arc raised here because they have one important 
feature m common they arc made possible only bv the existence of the 
man-made svstem of arrangements called finance. 


I 

In Its most general sense, finance refers to the arrangements through 
which organizations or persons ofiier than the indinduals who produced a 
product can take and hold that product. 

This means two things 
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ceptfd by people by businesses and by government in exchange for product. 
Such a finanaal instrument is called money Any instrument that is gen 
erally acceptable in exchange for product (and for services) may be called 
money 

2 But ordinarily as has been noted many times already the people 
do not want to take all the product they create but want to sasc and 
production groups do not want to surrender all the product they hold but 
want to invest There is a need then for claims that take the form of 
finanaal instruments that are not generally regarded or used as immediate 
claims to product and are not usually accepted in exchange for products or 
services 

When the word * finance is used people most often think only 
of the second aspect desenbed above They think of finance in terms of 
borrowing and lending the ’ stock market,” the ‘ mortgage market,” and 
so on But a nations finanaal svstem is the entire scheme of manmade 
institutions that allows individuals to take and hold product other than 
that created br them and that allows orgamaations to take and hold prodvet 
at all 

Most of this chapter will be concerned with the second aspect of 
finance—the arrangements by whidi mdivduals are allowed to operate 
with surpluses and defiats Since such a discussion cannot be earned on 
without money entenng m it is useful to discuss that man made institution 
bnefly A more extended and detailed discussion of the money system appears 
in Chapters 9 10 and 11 

The need for money anses as noted because those who provide 
services and contnbute thereby to the production of some product ordinanly 
will want to uke other products in cxdiange Consequently, the type of 
claim desired by people in exchange for thar contnbution of services will 
ordinarily be one whidi can be used to acquire any product from any 
production group ilonev is sudi a claim Note that this implies a definition 
of the term money” a claim genemlli acreptnble in exrhange for product 
MTiile gov emment issue or endorsement might help make a claim ‘ generally 
acceptable” tiiere is no necessary connection between government and 
money Pieces of paper issued bv a government might cease to be generally 
acceptable in exchange for product, and therefore might actually cease 
to be money, while, on the other hand something may be generally ac 
ceptahle in exchange for product, as cattle and gold once were and as 
checking accounts are today, with no government endorsement at alL 

In highly simplified terms, the complex money system operates in the 
following manner In order to induce people to contribute services to the 
production of a product, firms must ordinanly pay them money iloney is 
obtained from banks and paid to tbose who perform the semces. When 
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the products are sold by firms the money is returned to them and they 
in turn surrender it to the banks 

Such a process is a continuous one At any time that one firm is ob 
taming money from a bank another will be surrendering money to a bank 
and at all times the people will have some money and firms will hare some 
product Money then is not only a device that allows people to take product 
other than that to whose production they have contributed it is also a form 
in which they may hold claims when they have performed services but have 
not yet taken product of equal value The first aspect of finance as described 
above is then really part of the second money is something you can hold 
if you wish to take less product than you have created 

The special charactenstic of money as a claim is that it is generally 
acceptable in exchange for product or for other valuable things There are 
other types of claims that may be held when you wish to take less product 
than you have created and each type of claim has its own special chat 
acteristics 


Restricted Clams 

In a simplified view of the economy the process that has been 
described goes like this (t) Firms produce product and simultaneously 
allocate claims equal in value to the product produced so that (2) firms 
then have the product and those who have provided services have claims of 
equal value A financial transaction has already taken place the issuance 
of claims allots organizations to hold product produced through the owner 
ship and labor services of individuals Then (3) the individuals surrender 
the claims to the firms in exchange for product so that (4) the firms have 
no product and the individuals have no claims This simple vicm of the 
economy could be made a little more realistic without being made much 
more complex if it is alloised that each firm starts and finishes its production 
of the product at a different time and that most firms produce products 
continuously The people then always have some claims and firms always 
have some product that the people have not yet taken but the value of the 
product held by firms remains equal to the value of the claims held by the 
people 

In such a simple economy, the only type of claims needed would be 
money Finance is used only to allow individuals to take product other 
than that wh ch they themselves created and to allou firms to hold the 
product temporarily until the people come to take it In order to understand 
the financial process we have to leave this oversimplified model and take 
account of two important factors 

1 Firms frequently do not want to give up to the people all the 
product they hold Some product held by firms—machines buildings and 
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Other producti\e faalities—was n«er intended for consumers and could 
not be used bj them Firms also ordinanlj do not want their inventories 
depleted to nothing but want to keep a nJinimum stock of finished product. 
It IS thus important to firms that the people hold some kind of claim that 
IS not gencrallv acceptable as a claim to product, they want to issue some 
Lind of claim ther know the people will hold more or less permanently 

2 Indivnduals frequently do not want to give up all their claims 
for product. They wish to accumulate and hold claims as ‘ savings ” While 
there is no reason why they cannot hold money as savings (much savings is 
m fact held in the form of moncv), the people do not really need for such 
purposes a claim whose special characteristic is general acceptabilit) in ex 
change for product The speaal charactenstics they want in a more or less 
permanent claim will depend on why they want to save it may be life 
insurance protection protection against inflation ability to earn income 
as interest, dividends or capital gam or a combination of these or other 
charactenstics 

The following discussion is intended to indicate the transactions by 
which the general claims issued simultaneous!) with the creation of the 
product are convened into more or less permanent or ‘ restncted claims 
that give the holden speaal benefiu other than the right to demand product 
m exchange. 

I! CREATION OF RESTRICTED 
FINANCIAL INSTRUMENTS 

Suppose a firm wishes to hold some bnd of product—a plant or 
other place to work machinery, inventory, and the like—and deades to 
produce it itself rather than to obtain it from another production group 
The simplest and most direct way the firm could proceed would be to bnng 
together people who will provide ownership and labor services to create 
the product, and give them in exchange for their services claims that cannot 
be used to take the product created that is, restncted, nonmoncy finanaal 
instruments. One type of finanoal instrument appropnate under these 
arcumstances might be net worth type claims or capital stock, which 
permit the holders to share in any increase in value of the assets the firm 
holds (diat IS, to share m profits), receive dividends if they are declared 
and perhaps to paitiapate in the naming of the firm s officers Capital stock 
would rot giv c holders the nght to take any part of the firm s assets (except 
in the rare case of the liquidation of the firm) Capital stock, then allows 
the firm to hold product virtually indefinitelv 

So the simplest and most direct wav in which a firm under these 
arcumstances might arrange to take and hold product would be to give 
people capital stock in exdiangc for thar services Unrealistic* Perhaps so, 
but let us see. 
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Most frequently, of course those who provide ownership and labor 
services will insist on receiving money instead of restricted financial instru 
ments such as capital stock Some providers of ownership services will be 
happy enough receiving increases m the value of capital stock already held 
( capital gams ) instead of money in exchange for their ownership services, 
but owners usually expect some money too and workers almost alwajs 
w ant to be paid m money, not in restricted claims 

We hive noted that finance allows people and organizations to take 
and hold product other than what they themselves created We may now 
note another important attribute of the financial process When people con 
tribute services and create product they arc allocated new claims issued by 
their firm, the financial process allows the firm to create and issue new 
claims of one type (capital stock for instance) while the people who con 
tribute their services receive claims of another type (ordinarily money) 
This IS a very important attribute of the financial system the economy as 
we know it would not work without it It means our hypothetical firm 
can still issue capital stock as its method of arranging to hold product, but 
that owners and workers can receive money if they desire Note, however 
that despite this process, the new claims are created when the product is 
created not at some other time 

In simplified fashion again this is hou the process operates First, 
we must assume that to begin with the people hold money (how much is not 
important, we are interested in just $b00 of that money, because we will 
assume that the firm wants to hold $600 worth of product) To begin with, 
the firm holds nothing We have, then 


FIRM 

THE PEOPLE 


Holds Issues 

Hold 


1 

Money $GOI)j 

(1) 


The firm then issues neiv capital stock in exchange for money The 
firm now holds money, and the people hold capital stock Have more claims 
been created ? Absolutely not Note that the people hold exactly the same 
amount of claims as before Something else has taken place, however, and 
someiJning quite important The people now hold restricted claims, which 
cannot be used to demand product® 

We noM have 


li oieful to recall that claims are tUtas It frtdua which come into ihe 
po»»esiion of people by virtue of their creabon of product If busmesj firms want 
to kttf product to that extent claims are Ujt %.>th the people Without additional 
production no new claims are created althoagh the claims in existence can change 
form, and although there can be created fioanoal telitiotiships of gteawt or lesser 
complexity among business firms 
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FIRM THE PEOPLE 

Holds Issues Hold 

Money $600|Capital Capital I 

jstock $600 Stock $60o{ (2) 

Now the firm is prepared to give money to the people who contribute 
their services to create product for the firm to hold We now have 

FIRM THE PEOPLE 

Holds Issues Hold 

Product $600|CapitaI Money $6001 

[stock $600 Capital I 

Stock $600| (5) 

It IS important to note that now new claims have been created, the people 
hold more claims than they did at the start New claims are created only 
when ne^v product is created 

This last point is imporunt The act of pnntmg up capital stock 
certificates is not the same as the issuance of nesv claims, it is just a printing 
operation The act of exchanging these newly printed certificates for money 
IS not the same as the issuance of new claims, it is merely a change in the 
form in which existing claims arc held Only when the product is created 
and the money is paid out do the claims held by the people increase This 
point will be important in later chapters in connection with the savings 
investment process 

If we Ignore the money that the people were presumed to have 
to begin with, we now have 

FIRM THE PEOPLE 

Holds Issues Hold 

Product $600.Capital Capital I 

[stock $600 Stock $60o| (4) 

From T account (4), it looks very much as though the people have con 
tnbuted their services to create product for the firm in exchange for capital 
stock—precisely what we said seemed unrealistic in an earlier paragraph 
True enough, the exact individuals who hold the capita! stock are not the 
same individuals who provided the services thanks to the finanaal process 
But when the people as an aggregate are considered, firms do get product in 
exchange for capital stock and the people do get capita! stock in exchange for 
the provision of services 
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Both aspects of the operation—the individual and the aggregate— 
are important for an understanding of the finanaal processes of the economy 
It IS important to remember that when firms and other organizations isish 
to hold assets the} issue restricted daims such as capital stock in exchange 
for the services of the people and new claims arc issued only when the 
product IS created not before It is just as important to understand the 
financial process that allows a firm to issue new claims in one form when 
the product is created but allows those who create the product to receive 
new claims in another form 

In the folloiving section some additional examples of these processes 
involving government and the rest of the world will illustrate some addi 
tional attributes of these financial processes 

The Government and Claim Creation 

When business firms create product, claims are created and allocated 
to the people (who have provided services), and when the people take the 
product claims are surrendered to the firms and are hence destroyed Be 
cause the people do not take ail the product created not all claims are re 
turned to firms, and hence some claims are not destroyed The amount of 
claims held by the people depends, then, at least in part, on the amount of 
product business firms keep 

Collective consumption through government offers a somewhat 
parallel situation Product is created by business firms and is taken collec 
tively bj the people ^Vhen the product is created, claims are created as 
usual and are allocated as usual to those who provided services Government 
officials may then ask themselves How many of these claims created and 
held by the people should be left with the people^ In earlier chapters it was 
noted that the government might operate with a ‘ balanced budget,” requir 
ing the people to surrender (as taxes) as many claims as were created when 
the collectively taken product was created The government, it was noted, 
might also operate with a "defiat budget” taking awaj and destroying 
only part of the claims created when the product w as created In such a case, 
the people would be left with some claims, and, ordinarily, the government 
would want such claims to be restneted ’ and hence might issue bonds 
Finally, the government might operate at a "surplus” destroying some 
claims previously created, in sudi a case, the people would be left with 
fewer claims than before the budget penod began 

Suppose that the people deade through their government repre 
sentatives that they will take $100,000 worth of product collectively, and 
that all the claims created arc to be left with the people (that is, that the 
government will collect no taxes) The simplest and most direct way for 
this to take place would be for the following transactions to occur* 
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1 Businfss firms crtate the product, using the semces of mdmduals, 
and turning the product over to the gmemmenL 

2 Those who prasided serrices then base claims against the firms. 

3 At the same time, the gosemment issues restncted claims against 
Itself in the form of bonds giving them to the business firms in exchange for 
the product. 

4 The business firms then settle the claims against them bv gi'ing 
the gosemment bonds given to them to the providers of service 

If such transactions actually took place, the people would wind up 
holding claims against the gOTcmment, business firms would own no 
claims on anyone and would have oo claims against themselves. We would 

THE GOJ ERy ME\T THE PEOPLE 

Itsufi Hold 

Bonds $100000 Government | 

Bondi $100000 (5) 

The unrealistic element m the above desenpBon is the abseree of 
tsoree Business firms will rot accept bonds from the government m ez 
change for product because tho«e who provide semces vrill not accept 
bonds from business firms in exchange for thnr semces. 

It mar be noted in this example as m the last that the introducQon of 
merer accomplishes o-t important thing it allows cla.m$ to be newlr 
issued in restncted form (ilus tune government bonds irsiead of capital 
stock) but allows those who perform the semces through which the 
product IS created to take cl a.rrs m the form of money, an unrestricted 

To follow how this takes place, once again assume that the people 
have moner at the start. (In Chapter 9 it will be shown that even this is 
not nece«*arT ard that the creation of new money i> sometimes a br product 
of the financial transactions described ) Swe- the people will take $100 000 
worth of product coll-ctirelv, we show only that much of the merer they 
hold 

THE PEOPLE 

Hold. 

Monev $l00000g ^ 

The govemment then sells $100 OCX) worth of new bords to the 
public. The government now ha.« the mcmer, and the people have the 
bonds. We have 
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THE GO} ER2^ME\T THE PEOPLE 

Holds Issues Hold 

Money $100 OOcTRonds SIQOQOO Bonds 5100 OOo' (7} 

Notice that the peoples claims have become restneted claims but 
that the total amount of claims held bv Ac people has not changed No new 
claims have been created 

Now Ae people contribute services to production groups and create 
Ae product that will be taken collectivelr As usual n hen product is created 
Ae people are allocated claims against business firms so we have 

THE GOIER\ MEVT THE PEOPLE 

Holds Issues Hold 

Money 5100000Bondi JlOOm Bonds 5J000f>j 

Cbims 5100 DOO{ (8) 

BUSI\ESS FIRMS 

Hold Issue 

Produa 5IOOOOO|aaims $100 000 

Note Aat Ae people now have boA Ae govemiUHit bonds Aat were 
purchased from Ae government and Ae claims allocated by business firms 
Total claims held by the people have now increased allowing business 
firms to hold product The government is not affected in this step 

The government then boys Ae product using Ae money Aat had 
been obtained from Ae people The product is assumed to be consumed and 
hence disappears from Ae record Wc have 

THE GOIER^ ME^T THE PEOPLE 

Issues Hold 

[Bonds 5100000 Bonds 5100 000, 

I Claims SlOOOOOj (9) 

(unchanged) 


BUSINESS FIRMS 

Hold Issue 


Mone) 5100000 Claims 5100000 
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In this step, the people are not affected Businesses now hold enough 
money to settle the claims the people hase against them ^VTien business 
firms pay this money to the people, they no longer hold anything nor are 
there any claims against them We are left with the government, with re 
socted claims (in the form of pncmment bonds) against them, and with 
the people, who hold the government bonds and also hold the $100,000 in 
money which they began with We have 


THE GOIERXMEXT THE PEOPLE 


/«u« 

Hold 


jBonds $)00000 

Bonds $100 0001 

Money $100 OOo] 

(10) 

THE GOf ERXMEKT 

THE PEOPLE 


tuuei 

Hold 


IBonds $100000 

Bonds $100 000| 

(11) 


^Miat we are left vcith in (11) is essentially the same as what we 
had in (5) m which the transacnons were earned on without money 
Product IS created and taken collectively, and the government has deaded 
that the new claims created when the product was created should be left 
with the people rather than destroyed and that these new claims held by the 
people should be in restneted form The introduction of money changes 
things in only one respect The exact individuals who hold the bonds are 
not the same as the exact individuals who created the product As noted 
before the financial transactions described here allow newly created claims 
to be issued in restricted form even though those who create the product 
are paid m money 

The Rest of the JVorlJ and Restricted Claims 

Claims held bv the people as a whole increase whenever business 
firms take product to hold, whenever governments do not destror all the 
claims created when product is taken collectively (that is, when there is a 
defint), and in a third way—whenever the rest of the world takes net 
product from the United States 

^\Tien foreigners take net product from the United States and wish 
to restrict the claims issued, the simplest and most direct way for them to 
do so would be to issue bonds (which we will call foreign bonds to dis¬ 
tinguish them from government bonds and corporate bonds), give those 
bonds to American business firms in exchange for product, and then let 
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the American business firms pay those who provided services by giving them 
the foreign bonds We would hive 

REST OF THE WORLD AMERICAN PEOPLE 


Issue! 

Hold 


Foreign 

Bonds $100 000 

Bonds $100 000 

(12) 


Again the transiction his been desenbed is if there were no money 
Of course those who provide services want money rather than foreign 
bonds As a matter of fact we must specify thit they want American 
dollars not just money And once again financial transactions can be 
described that will allow new claims to come into the hands of the Amen 
can people in restricted form as foreign bonds while those who provide 
services receive monej To test your understanding of financial transactions 
try your had at setting up T accounts that desenbe step by step the trans 
actions involved Assume that the people have money to begin with Vou 
should wind up with the same T accounts as in (12) 

These T accounts should be interpreted as meaning that foreigners 
pay for American product with newly issued restricted claims although 
those who create the product need not hold restricted claims but may re 
ceive money 


Tioo Types of Futanetal Transactions 

Because those who provide productuc services ordinarily want 
money rather than restricted financial instruments almost every financial 
transaction involving business government or the rest of the world has 
two distinct steps First the issuer of new financial instruments exchanges 
them for money and second it returns the money to the people in exchange 
for their services 

These two steps may be desenbed as different types of financial 
transactions 

In the frst t)Pe there is no change in the amount of financial m 
struments held by the people There is a change m the form of financial 
instruments held by the people and this change may be significant for the 
economy But because no new product is held by business firms because 
no new deficit financed collective consumption has taken place and because 
no net product has been taken by the rest of the world no new claims arc 
created We shall turn to a more extensive discussion of this first type of 
financial transaction m the next chapter when financial intermediaries are 
discussed 
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Earlier, in describing how die government finances a deficit budget, 
we wound up with the government issuing $100 000 m bonds, and the 
people holding both these bonds and the $100,000 in money with which 
they began 

Now suppose that the government imposes $100 000 in taxes without 
taking any product collectively The $100,000 in money is taken from the 
people, and then returned to them in exchange for their $100,000 in bonds 
The people are left with $100,000 in money and no bonds, the government 
has no claims outstanding against it 

Once again, money adds something to the operation Without money_ 
those who gave up claims would be the same ones who held the bonds When 
money is used, one group of people (the taxpayers) give up claims while 
another group (the bondholders) simply exchange their bonds for money 
Of course, the membership of the two groups will probably overlap 

In the destruction of financial instruments, there are also two types 
of financial transactions the first type, in which people change the form 
m which they hold financial instruments (as when, for instance, the govern* 
ment gives money to bondholders m exchange for their government bonds ), 
and the second type, in which the people as a whole give up claims (as when, 
for instance, government imposes money taxes on the people) 

To test your understanding of finanaal operations, you should 
describe for yourself each step in the transactions by which claims are 
destroyed when the people take product from business firms or when the 
United States takes net product from the rest of the world Be sure you can 
distinguish the first type of financial transaction from the second type 

III A POSTSCRIPT- INTERFIRM 
FINANCIAL RELATIONS 

This book IS concerned primarily with intersectoral economic rela 
tionships involving transactions among the four major sectors the people, 
private business, government, and the rest of the world Hence most rela¬ 
tionships xvilhm any sector have been ignored 

The satr le has been true of this chapter Finance has been discussed 
in terms of the money system and in terms of relations betiveen the people 
on the one hand and business, government, and the rest of the world on the 
other 

Yet some recognition should be made of the fact that firms have 
financial relations with each other, and with government and the rest of 
the world as well ^Vhat this means is that virtually all firms have financial 
instruments, as well as product, among their assets 

In summary form, a typical firm may have a balance sheet of this 


sort: 
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FIRM X 



There arc a number of reasons why a firm maj want to hold 
finanaal assets 

1 Almost all firms want to hold some money, in order to be con 
stantlr prepared to take advantage of possible business opportunities to 
satisfy potential demands on them, or just to "make change " Manj smaller 
firms espeaally retail stores, hold more money than they probably want to, 
as they accumulate resenues from sales but wait to pay bills More money 
IS in fact, held by pn\ ale business than bj any other sector 

2 The same general purposes may be accomplished, and some in 
come earned at the same time, if the firm holds financial instruments that 
may be easily and quickly sold vnthout loss Such hquid assets might include 
special savings account tvpe instruments created by banks, short term gov 
eminent promises commeraal paper” (short term promises issued by 
strong well known firms), and similar instruments 

3 While a phvsical asset owned by a firm is gradually wearing out, 
the firm may use the depreaation (see Chapter 5) to acquire finanaal 
instruments instead of capital goods For instance, if a firm owns one large 
machine that has an expected life of ten years, it cannot buy one tenth of a 
replacement machine each year It roust wait until the machine is worn 
out before replaang it. The depreciation will be used to acquire finanaal 
assets together known as a "sinking fund ” When the ten years are up and 
the machine is worn out, the instnimcnts may be sold and a new machine 
purchased 

4 Some firms own shares of net worth of other firms, pnmanly in 
order to control the pohaes of the firms owned 

Look at balance sheet (13) again Notice that firms must make 
arrangements (m the form of liabilities and net worth) to hold any asset, 
whether physical or financial If Firm X acquires more money, with no 
change in anr other asset, its liabilities and/or net irorth must increase.* 

Despite the fact that a firm that acquires a finanaal instrument must 
issue a new finanaal instrument, the prtnttples ilated earlier still stand The 
finanaal instruments held by the people, that is total claims, increase only 
when business firms add to their boldtngs of product, or when govemirent 

* If a £rm borrows tbe niooei' the new asset will be thodcj, sod there will 
be a new promise uoder liabilities. If it does dot borrow the monej (or issue oew 
shares of uet worth) the addiuoaal money noder assets must mean the firm has 
made a profit on some transacaon, and there will be an increase m the value of 
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of the 


units have defiat budgets or when net product is taken bi the rest 
world 

The acquisition of finanaal instruments bv business firms cannot be 
the cause of an increase in the savings of the people Such transactions do 
complicate the finanaal relationships involved however 

Take a couple of examples 

First assume that a business firm takes product and issues promises 
which are held b\ another business firm We might have 

BVSI^ESS FIRM A 
Holds Issues 

Product Promise owned 

$10 000 by Firm B 

$10000 


BISI\ESS FIRM B 


Holds 

Issues 


Promise of 

■Net Uorih held 


Finn \ 

by the People 


$10000 

' $10000 



THE PEOPLE 



Hold 



Net Worth of 

Finn E 



SIOQQQ 



The people’s holdings of finanaal mstmments increase just as before when 
businesses hold more product Much mote complex cases can be imagined, 
and do exist but the rule still holds that when businesses take more prod 
uct the finanaal holdings of the people increase 

Business firms can acquire finanaal instruments as assets however, 
even when there is no business investment Suppose a business borrows some 
money from the people and uses it to acquire a government bond We 
should have 


T/RiW A 


Holds 

Issues 

Government I 

|FiTms promise 


held by the 

promise $1000^ 

jpeople $1000 
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This Mould be the case for instance if the government unit had had a 
deficit and had sold a new bond to the business firm In such a case the 
peoples financial savings would increase on account of the government 
deficit even though the new finanaal instrument acquired by the people 
would be one issued by a business firm instead of by the government When 
ever a government unit has a defiat the peoples savings increase regard 
less of whether it is a business firm or the people who buy the new govern 
ment promise 

These are only ttvo fairly simple examples of acquisition of financial 
instruments by firms You can undoubtedly think of others But the most 
common cases cannot be understood svilhout some examination of the opera 
tions of commernal banks and other finanaal intermediaries 

Th s examination begins in the next chapter 
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THE INSTITUTIONS OF FINANCE 


The financial transactions described in the last chapter can allow organiza 
tions to issue restricted financial instruments to one set of individuals so 
that money may be paid to another set—those individuals who provide pro* 
ductive services to the organization 

This chapter has two objectives First, it will explore the institu¬ 
tional mechanisms by viliich organizations place restricted financial instru¬ 
ments with holders Such an exploration will involve a discussion of the 
functions of investment banks, bond dealers, stock exchanges, and other 
members of a class of organizations that will be called financial institutions 

Secondly, it will treat a type of finanaal transaction not discussed m 
the previous chapter—one that allows those who acquire newly issued 
financial instruments to hold them m a form different from that in which 
they are orgmally issued by business, government, and the rest of the world 
Such a discussion will involve commercial banks, mutual banks, savings and 
loan associations life insurance companies, and other members of a class of 
organizations called finanaal intermediaries 

/ FINANCIAL INSTITUTIONS 

Whenever a finanaal relationship is established, there is an issuer 
and a holder of some kind of finanaat instrument The relationship may 
or may not be negotiated For example, if jou want $10,000 worth of 
money to buy a house, you may go to a savings and loan association After 
some discussion, you will Mgn a promissory note and the association will 
transfer money to you You “issue” a promise and the association holds 
your promise. You will then transfer the money to the seller of the house. 
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moncT to the borrower—«n dus case, the public utHitr Such a firm is 
an investment hank 

The main function or an imestrsect bark is to bus ness firms 

to find holders for the fijianaal icstn^ents they want to issue Suppose 
Tou are the treasurer ot our pubbc uttlitr firm, and toj want to get for 
TOUT firm »100 tmllion in moner br issuing bonds. \our first step will be 
to publi<h a prospecTUi of the bond issue—a collection of pertineat in 
formadon about vour firm ar*d about the proposed bond lasue neccSiarr 
pardr because ot gosemment regulations ard partlr because prospectiTc 
bond buTcrs will ins.s* on basing such informacon An insestment banker 
who ha> worked in asserabitrg suJi infonration many times in the past can 
help rou He can also help rou decide on t-be interest rate rou will hate to 
pav to make the bonds acceptable in the market—‘alable in ctunpetmon 
with bonds of other firms ard other firtanaal inrtrumente 

When the details of TOur bond issue base been worked out, tou will 
take bids on the entire $100 million asue. Inscstnsent barhng firms, or 
“srodicate of them (groups of firms organized together for the single 
purpose of biddmn on secontr issues) will bid on the bond issue. Since the 
mvetment banks or syndicates ordinarily wish to sell the bo-ds after buy 
ing them before bidding they will analyze the market ard perhaps cyen 
get tentaQye agreements from prospecare bond buyers 

As treasurer you sell the whole $100 million bond issue to th" 
highest bidder and as far as you are co ccem ed the bonds are sold The 
borer in imestment bank or syndicate, ucmediately goes about selling the 
bonds presumably at a higher pnoe than your udLty wa> paid The diEer 
ence in price is the inrestment bank’s income for its semces. 

Mowner if the bonds cznrot be resold at a favorable pnes, the 
investment banks rather than your public utflitr, must suEer the Io<s. If 
the bonds ca.n be resold at an even higher pnee than wa> expected because 
of an unforeseen iirprovetnent m the bord market, the imestment bank, 
rather than your public utility, gets the extra proceeds 

The name applied to the practice described here is “underwnting ” 
The in» estment bank urderwntes a bord issue when it» bid is accepted TTe 
amount of money the issuing firm will get is fixed the nsfcs involved in 
final placement of the bonds being borne by die my estment banks 

Bond issues of state ard local goveimnent units are also undersynt 
ten by investment banks but the securities of the national government are 
handled by Federal Reserve banks (Federal Reserve banks are d.scussed 
in later chapters) 

Shares of net worth, in the form of stock certificates are also some 
times issued through and undcTwntten by, mvestment banks As a matter 
of common practice howeser. when a corporation issues additional shares 
of stock it gives the present holders of shares the right to subscribe to the 
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addiOona! shares before they are oSered to die general public Moreover, if 
the present shareholder does not care to cxerase his nght, he may sell it to 
someone veho does 

The preceding applies to additional shares issued by an already 
exi'ting corporation, A newly formed corporation maj also issue shares 
through an investment bank, but ordinarily the issue will not be under 
written. The investment bank will agree to make every effort to find buyers 
at an agreed upon price but if the shares cannot be sold at the original 
price the pnce may be reduced or the shares may be returned to the issuer 
The investment bank assumes no nsk. and operates on a commission basis 

Broken and Dealers 

Consider another situation. Suppose that you hold 100 shares of the 
net worth of the General Motors Corporation. You deade that you would 
prefer to hold shares of the General Electric Corporation. You might know 
someone who holds shares of the Genera] Electric Corporation and who is 
wflling to make the trade, so that the transfer can be worked out by 
negotiation. But this is cumbersome and uncertain 

There is then apparently a need for the services of a firm that 
speaalizes in pairing oft those who want to trade the finanaal instruments 
they own. A firm that ipeaabacs m this way » a hrukrregt firm The peo¬ 
ple who handle the trading of shares in a brokerage firm are called stock 
brokers If you want to sell shares for money or for the shares of another 
corporation you do not do it yourself, you have a broker do it for you 

As a third example suppose that }ou are the investment oScer of 
a bank that holds some government bonds. Your bank wants to sell a mil 
lion dollars worth of bonds to get money to lend to the bank’s customers 
You might be able to find another bank, a life insurance company, or some 
other finanaal intermediar} that would like to buy the bonds But it would 
be much simpler if there were a firm that specialized in buying and selling 
government bonds You could then sell die bonds promptly, and the firm 
could find another buyer Firms that spcaalize m bupng bonds are ‘ bond 

It IS important to all holders of finanaal instruments that they have 
an opportunity to exchange what they hold for money or for other finanaal 
instruments. You are much less reluctant to hold a finanaal instrument if 
you know you can always trade it for another or sell iL The opportunitv to 
io so promp'fliy an& to 'file ^est advantage retpiires idne existence of ftnns 
that speaalize in this activity You do not have to find a buyer or a seller, 
someone else vail do it for you—for a fee, of course 

The firms that «peaalizc in asisting would be issuers of new finan 
aal instruments make up a finanaal market.” A place where many in- 
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Tcstment bankers brokers and dealers ha\c their ofEces is a finanaal center 
Wall Street is referred to as the finanaal center of the United States There 
are smaller centers m all large aties. 

The shares of manv large corporations are traded ciery dar It is 
comement to ha\e a central place m which orders to buy and sell are 
handled Brokers can then match orders to buv wnth orders to sell rather 
easilr A central place at which brokers gather to execute orders to buy or 
sell is a stock exchange ’ The New \ orV Stock Exchange is most wideW 

The onlv shares that mav be traded on the door of an exchange are 
those that are listed To hate its shares listed a firm must meet certain 
tests of size dividend pavtnents number of owners of shares and the like 
Some of the giants and manv of the somewhat smaller firms are listed on 
the American Stock Exchange al«o located m New York Citv There are 
stock exchanges in several other large ones 

■WTien a transaction takes place on a stock exchange the name of the 
stock the number of shares and the price are reported This information 
IS Bashed by ticker tape throughout the country Finanaal and metropolitan 
newspapers report the number of shares of each stock traded the first last 
highest and lowest price for each day, the change m pnee from the previous 
dar, the range of pnee dunng the sear and some other information Aver* 
age prices are also computed and reported to give an idea of the trend from 
day to day 

A few bonds are traded on stock exchanges with their transactions 
reported in much the same way as transactions in shares But most bonds 
are handled instead bv dealers who ' make a market ’ by offering to buy at 
one price and sell at another Brokers do not become owners of the shares or 
bonds they handle They are paid a commission for helping to transfer the 
ownership of a share or a bond from a seller to a buyer Bond dealers, by 
contrast, do buy from sellers and resell to other buyers The payment for 
the semces of the dealer is the difference between the buying price and the 
selling pnee Transactions of this type are said to be earned out “over the 
counter" Pnees of individual transactions are not reported Instead, re¬ 
ports are made of a bid,” the pnee at which a dealer will buy, and an 
“ask ’ the price at which a dealer will sell Unhsted stocks are also traded 
over the counter 

Bond dealers in a finanaal center are constantly in touch with one 
another and with dealers in other finanaal anters, so that hid and ask 
pnees are almost uniform throughout the country, at least for frequently 
traded bonds. 

Some dealers speaalize in particular types of bonds For example 
there are some dealers m New \orfc Ci^ who speaalize m federal govern 
ment bonds, others in "mumapals ’ (the bonds of state and local gov emment 
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units) Still Others in bonds of business Aims Whenever the price at which 
a seller will sell and the price at wh ch a bujer will buy provide a possible 
profit for a bond dealer there will be a dealer to work out the trade 

While there is a great deal of special zation among the firms operat 
ing in organized markets ’ some firms act as investment banks as brokers 
and as dealers and they handle almost every type of financial instrument 
The term organized markets refers to the whole institutional arrange 
ments bj which financial instruments are issued and traded through invest 
ment bankers brokers and dealers It contrasts with the term negotiated 
markets referred to previously in which an issuer and a holder deal 
directly with one another 

II FINANCIAL INTLRMEDIARIES 

In the preceding chapter it was explained how a business firm could 
issue financial instruments m restricted form (for example bonds) in ex 
change for product even though those who create the product insist on 
receiMng money for their services In general it will be true that those who 
issue new financial instruments—government business the rest of the 
world—will want to issue them in restricted form and that those who 
provide services to produce product will want money The financial trans 
actons as desenbed can only be earned out however if there are some 
people other than those who provided productive services who want to hold 
such restricted financial instruments 

Each type of instrument represents some kind of claim indicating 
that the holder has certain nghts The special characteristic of money is its 
general acceptabil ty in exchange for product Capital Stock represents other 
rights to a share in profits usually to partiapate in the naming of corpo¬ 
rate officers and so on Bonds include no nght to share in profits but rather 
to regular interest payments as well as a fixed money payment at some 
specified future (maturity) date 

People who are wilh/ig to acquire and hold new financial instru 
ments may want other special characteristics which the issuer whether 
firm government unit or foreigner may be reluctant to offer For instance, 
one man may want to be able to transfer small parts of hts holdings to 
others in exchange for money on demand, be wants in other words a high 
degree of liquidity ’ He still want to earn income He wants in 
short the speaal characteristic of a savings account A manufacturing firm 
wishing to hold productive faalities will probably be unwilling to issue a 
savings account it will want to be sure it can hold the productive facilities 
indefinitely Another potential holder may want a pension when he is sixty 
five or life insurance protection Still another may want to share in the 
profits of business firms but to accept very little nsk of loss Some may 
want money 
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There ar^ finanaal tran«acboRa that make all the abo\e posjable 
The eTi'lence of finanaal intennedianes makes »t posMble for the issuer of 
a finanaal instrument to i«sue it in one form the holder to acquire it in a 
second fomi and the persons who provide productii'e «er\nces to recene 
monev 

\-«>ume that a firm wishes to hold productive faalities worth 
SIOOOOO and that it is wtllin® to issue corporate bonds to the people in 
exchan^ for monev <o that it mat giie SIOOOOO in monev to those who 
provide the «emce^ to produce the productive faaliQe^ Suppose also that 
the people art unwilline to hold corporate bondN but would be vnllinsr to 
hold SI 00 000 vrorth ot saving accounts. 

As betore assume that the people have SIOOOOO worth of monev 
to begin with AVe have 


THE PEOPLE 

Hoh* 

Monev SIOOOOO (1) 

The people then take this monev to a finanaal inteimediarv and 
exdiange it for savings accounts worth $100000 The evervdav expression 
for this Is depoMUng monev ' which was an accurate expression before the 
development of modem finanoal intermedianes, when people actuallr did 
"deposit’ monev (gold or silver) for safekeeping but is an inaccurate one 
todav Expre^ons like * deposit,” ‘'withdrawal,” “money in the bank,” and 
the like, which <ugg^t that finanaal mteitnedianes are places to irrp 
monev, axe too ingrained m ordinarr patterns of «pcech to do awav with, 
vou vhould remember not to interpret them litcndlv 

As a result of people exchanging their monev for savings accounts, 
we have 


Fl\ iyCHL 

I\ TER HEDIIRY THE PEOPLE 

UoIJt Issvfs Hold 

Monev $l00 000Sa\mss Savings j 

[accounts 5100000 accounts $100OOo’ (2) 

A ou should recogmre this as a finanaal transaction of the first tvpe, 
as discussed m the last chapter The peoples claims have changed form, 
without changing in amount. Since no product has been created, no net 
product has been taken bv the rest of the world, and no defiat financed 
collective con'umption has taken place, the claims held bv the people cannot 
have mcreased. 
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The stage is now set for the business firm to issue a restricted 
financial instrument in the form of a promise (a negotiated lOU note or 
a corporate bond) to the financial intermediary in exchange for money The 
people are not affected in this step We have 


BUSINESS FIRM THE PEOPLE 


Holds 

Issues 

Hold 


Money $100 000 

i 

Promise $100000 

Savings accounts I 
$100 0001 
(unchanged) 



FINANCIAL INTERMEDIARY 



Holds 

Issues 



Promise of firm 
$100000 

Savings accounts 
$100 000 

(5) 

Finally now that the firm hat money it can pay those who provide 
Services to create product for it We have 

BUSINESS FIRM 

THE PEOPLE 


Holds 

Issues 

Hold 


Product $100 000j 

Promises $100000 

Money $100 000 

Savings accounts 
$100 000 



FINANCIAL INTERMEDIARY 
Holds Issues 

Promise 9100 (^[Savings accounts 
$100 000 

I (i) 

Note that the people now have bodi the savings accounts and the 
money with which they began and that the business firm now holds product 
worth $100 000 A financial transaction of the second type has taken place 
The introduction of finanaal intermediaries makes the problem 
somewhat more complex than those desenbed m the last chapter it also 
allows for more elaborate arrangements in the economy Three kinds of 
financial instruments arc involved the promise issued by the business firm 
the savings accounts held by savers and the money received by those who 
provide services All parties to the transaction are satisfied The business 
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The assets thcr hold and Ac financial instnimcnts Acr issue are 
dinerent. howei er from Aose held and issued hr most business firms 
Firumaal int'rmedianes pnnapal assets are finanaal instruments issued 
bv oAcrs—bv business (indudmg oAer financial intcrmcdiancs), by goi 
eminent, by Ac people as individaals, and by Ac rest of Ae lyoTld. Of 
course oAer types of businesses do hold finanaal instruments among Aar 
a^9et^ Ary hold money gosenunent bonds, or promises. But for roost 
business firms, Ae hold ng of finanaal instnimcnts is inadcntal to Aar 
pnmary operations of growing manufactnnng or selling product. The 
assets most closely assoaated wiA Aeir mam business are physical not 
finanaal produenye faciLtics, inventoncs of physical product, machinery 
and Ae lite: \MA finanaal intemiedianes, the holding of finanaal instru 
m-nts IS Ac pnnapal business to Aem, Ac ownership of physical produe 
tjyc faalities (vaults addu^ madnnes, and Ac like) is inadentaL 

The instruments ustitJ by finanaal intcrmedianes arc d ffermt from 
Aose of oAer n'pes of pnraf orgarutaaons. The typical pnvate business 
firm will issu- capital stock, bonds, and perhaps n^oBated promises. A 
financial intermediary may also issue any of Aese same Types of instruments, 
but it» pnnapal liability will consist of some Lnd of ecat/nt Financial 
mtennedianes are m« comamlv discrguished frern one anoAer according 
to Ae type of account issued alAotgh diFerences also exist wiA respect 
to Ae type of 2a.«ets held. 

The follonnrg are some major npes of finanaal tntermedianes 
togcAer snA Ae types of account is.Tied and Ae types of assets held 

1 Ccmmernal lanlt issue Acebeg accounts and secondarilv, say 
trgs accounts (and a few oAt types of accounts similar to satnngs ac 
cotiats) IB order to hold a d rerse selertun of assets. They 'peaaliae m 
Ae holding of Aort term negotiated premises of business firms and m Ae 
holding of bonds issued by goyemmcit units but Aev also hold promises 
of houscbnyers and of indmdnals and bonds of povate organizations. Th*y 
do not hold Aares of net worA. Becax.se comroeraal banks issue Aectirg 
accounts wfaiA arc a form of money «peaa! attention must be gisen to 
Aon in later Aapters. 

2 l/clscj s/mngt end loon astonali nl and mutual ta~ings banks 
difier in some respects from cadi oAer mainly by reason of regulaaons 
imposed on Aon bnt fo purp o s es of *bT«i brief discussion Aey are quite 
similar BoA are “mutual" organizations, meanung that t'dimcally Ae 
holders of accounts arc owners of net worth, and reenye “dividenjls" in¬ 
stead of “interest." BoA sp-oalize m holding Ae promises of housebuyers 
and in issairg sanr^ acaounts (technically “savings and loan Aa’-es” or 
“saving bant depositi”) 

3 L,U innrrance eomfentes are also financial intermedianes issumg 
“accouns" snd b&ldmg pmcnises of vanons types. ^Vhy li*c insurance 
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companies should be intermedianes requires some discussion and separate 
treatment is given this later in the chapter 

4 Mutual funds differ in an important respect from most other 
financial intermediaries The accounts issued by most financial intermedi 
anes are fixed in dollar value a one dollar savings account acquired today 
will be worth a dollar ten years from now Because the accounts they issue 
have fixed dollar values most intermedianes also hold assets that have fixed 
dollar values that is promises Commercial banks savings and loan associa 
tions and life insurance companies for these reasons hold little or no shares 
of net worth as assets since the value of shares of net worth is subject to 
change A mutual fund on the other hand docs hold shares of net worth 
as Its assets it will purchase and hold shares of capital stock m a large 
number of firms either specializing in a single industry or type of indus 
tnes or holding shares in a diverse vanety of busm«s types The accounts 
issued by mutual funds are (like the accounts issued by all mutual or 
ganizations) shares of net worth The dollar value of these accounts is not 
fixed as is that of a savings account but vanes as the value of net worth 
of the mutual fund vanes—that is as the value of the shares of net worth 
held by the mutual fund vanes Mutual funds satisfy the needs of business 
firms that want to issue their own individual shares of net worth and of 
individuals who want to hold net worth type financial instruments without 
putting all their eggs in one basket by taking the risks involved in buying 
single shares of net worth in individual corporations 

5 Pension funds arc another type of financial intcimediaTy They 
acquire income yielding finanaal instruments so that they may make regular 
money payments to those eligible for pensions under the terms of the fund 
There are several varieties of pension funds Some types hold only promises 
while others also hold shares of net worth 

6 Social security is a government operated program which for many 
individuals serves the same purposes as a pension fund Whether social 
security may properly be regarded as a finanaal intermediary has been the 
subject of some dispute, so this program will require somewhat more de 
tailed discussion later in the chapter 

Arrangements Allowed by Financial Intermediation 

The existence of finanaal intcnnedianes once again, allows the 
original issuers of financial instruments to issue them m a form appropriate 
to the purposes for which the instrument is issued, and for the ultimate 
holders of the financial instruments—the people—to hold them in a differ 
ent form a form appropriate to the purposes for which they deade to hold 
financial instruments Financial mtermedianes thus bring together in a 
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financial relationship parties—issuers and holders—who would otherwise 
not be brought together 

Without the existence of financial intermcd aries jou would prob 
ably be unwilling unless jou are tpiitc wealthy to hold promises of house 
buyers of small business firms of the federal government and of individuals 
purchasing appliances and automobiles on time Through finanaal infer 
mcd ation however you do hold such instruments indirectly if you own a 
savings account or a checking account As you will sec in later chapters 
ev en pocket money technically currency is an account at a special type 
of financial intermediary—a Federal Reserve bank If you own currency 
vou are the indirect holder of a variety of Snanaal instruments espeaaJJy 
federal government promises 

For each account issued by a financial intermcd ary and held by 
someone and for each promise or share of net worth issued by someone or 
some organization there is an indirect financial relatonship Because of 
the vanetv of financial intermcd anes and the wide variety of accounts they 
issue and finanaal instruments they hold there are a large number of possi 
ble tvpes of indirect finanaal relationships The following arc some of the 
more common types of indirect finanaal relationships offered as examples 
of the arrangements made possbie through financial intermediation 

1 As noted some people may want to hold net worth type finanaal 
instruments but may not want to take the risks inherent m restricting their 
holdings to the shares of net worth of one or just a few corporations 
Mutual funds allow a large number of people to pool their wealth and buy 
a variety of shares of net worth The relationship involved here is that the 
people hold shares of net worth indirectly 

2 Similarly in holding certain types of life insurance policies and 
in holding checking accounts savings accounts and similar financial instru 
ments issued by financial mtemicdianes the people can hold the promises 
of business firms indirectly without taking the risks inherent in concen 
trating their holdings in the promises of a few corporal ons partnerships 
proprietorships Another advantage offered by an account with a finanaal 
intermediary is d visibility the holder of a $1000 corporate bond must sell 
the entire bond if he needs money the man with small hold ng might be 
happier with a savings account wh eh allows him to exchange his financial 
instrument for as little money as he desires 

3 It IS well known that the public debt—all current obligations of 
the federal government reflecting the net accumulation of budget defiats— 
is something we owe to ourselves Few people realize however that 
something over one half of the public debt is held by the people indirectly 
through some kind of financial relatioiiship involving intermedianes (in 
eluding government agenaes such as the Soaa! Secunly Administration) 

If you hold a checking account, a savmgs account, certain kinds of life 
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insurance policies or a social secunty account jou certain!} hold part of 
the public debt 

4 Financial intermediaries also allow some individuals to hold 
financial instruments issued by other individiials in the same indirect way 
A car bu}er may issue a promise to a commercial bank if you hold an 
account at a commercial bank you are the indirect holder of his prom se 
In fact many people indirectly hold a part of their own promises by mam 
taming accounts at the same intermediaries that hold their promises 

5 Another arrangement made possible through the existence of 
financial intermcdiancs—commercial banks in particular—is the tnoneu 
zation of promises Monetization means just what it sounds like con 
version into money Checking accounts as noted are a type of money 
Commercial banks acquire promises and issue checking accounts This 
means that instead of holding promises the people hold money the original 
promise has been monetized Currency as noted is another ty^e of money 
Federal Resene banks acquire financial instruments especially government 
bonds and issue currency This means that instead of holding government 
bonds the people hold money the government bonds have been more 
tized As later chapters will show all our money represents the monetiza 
tion of promises originally issued by the people government business and 
the rest of the world 

Life Insurance Companies as Financial Intermediaries 

The insurance prinaple does not necessanly involve financial inter 
mediation Insurance is a system by which a large number of people can 
bear together the risks of certain eventualities For instance you do not 
know whether your home ivill bum down this year No one can predict 
accurately whether any particular building will burn But it is possible to 
predict with a high degree of accuracy haw many homes will burn down 
in a given year Fire insurance is a device by which all home owners can 
bear together the costs involved in houses burning down regardless of 
whose home burns The premium you pay is your share of the losses in 
curred in houses burn ng down (plus costs of administration) 

Life insurance could conceivably operate on the same basis If life 
insurance companies provided insurance on only a year to year basis with 
each policyholder paying each year according to the risk of his death during 
that year (according to his age) annual premiums received by the insurance 
companies would just about equal annual payments to the beneficiaries of 
policyholders who died during the year (plus costs of administration) 
Because foresight is not perfect riic two would never balance out exactly 
evenly so in years in which premiums exceeded payments life insurance 
companies would acquire finanaal instruments and in years in which 
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pa}uients exceeded premiums they would exchange these instruments for 
mone} to pav to beneficianes The amount of finanaal instruments held by 
life insurance companies would be fairly small under such an insurance 
svstem 

This kind of life insurance is available it is called term insurance, 
or onejear term insurance AVith tenn insurance the older }ou get the 
higher are jour premiums because nsk of death increases wnth age For 
this reason other t) 7 )cs of insurance are available and are generally more 
popular Because other t}'pes of insurance exist life insurance companies 
have occasion to hold large amounts of hnanaa! instruments and in fact 
are one of our most important t)‘pes of finanaal intermediaries 

Life insurance agreements are becoming more and more speaalized 
If you want some particular feature incorporated in jour polic) you can 
probably find a company that will give it to you The following are some 
banc types of insurance coverage available but do not exhaust all the 
poss bihties 

1 Alary I fe insurance contracts are written on the level premium 
plan Unlike term insurance under the level premium plan the policy 
holder pajs the same amount each year to the company even though the risk 
of death increases with age AAlien the policyholder is young and the nsk 
of death IS low he makes higher payments than would be appropriate ac 
cording to his nsk of death The overpayments accumulate as an account 
with the life insurance company veiy similar in some respects to a savings 
account If the policyholder veere to cancel his account, some money would 
be refunded to him It is therefore said that such an insurance policy has 
a cash value and the policy is sometimes referred to as cash value life 
insurance Alore commonly this bnd of insurance is referred to as 

stra ght life 

Sometimes instead of making the same payments in later years as 
dunng youth a policyholder may want to make no payments at all after 
he reaches a certain age and still retain his insurance coverage Such a plan 
would increase further the premiums he pays dunng the years in which 
he does pav premiums This kind of insurance is desenbed as limited pay 
roent straight life. 

2 Some life insurance contracts provide not only for a payment to 
a benefiaaiy if the policyholder should die dunng the period of the con 
tract, but also for a payment or a senes of payments to the policyholder 

-.i Va V.vt Veyw/i -i, vgt Iv. l "iA 

holder not only has to pay the oompany enough to provide insurance pro¬ 
tection but also has to pay an additional amount to accumulate the sum 
that IS to be pa d to him at a later date if he lives AVhatever amount the 
policyholder pays in excess of the amounts necessary because of nsk and 
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administrative cost is credited to him in his account with the companj 
This kind of insurance is called endowment 

3 In manv cases when a poIic}holder dies the bcnefiaar) does not 
receive a single lump sum instead the pnncipal sum remains with the 
insurance companv and the benefician takes a monthiv or annual pavment 
In such a case a declining pnncvpal sum remains with the companv as an 
account in the name of the benefiaarv Similarlv under an endowment 
policv the policvholder mav take regular pavments rather than a single 
pnnapal sum when the pohcv matures During the penod of pavment the 
policvholder has an account with the insurance companv Regular pavments 
such as these made either to the policvholder himself or to his beneficianes 
if he d es are called annuities 

In each of these three cases the account at a life insurance company 
should be thought of as a ftnanaal instrument issued bv the insurance 
companv and held b) either the policvholder or his beneficiarv As in the 
case of other finanaal intermediaries a life insurance company not onh 
issues accounts hut holds financial instruments—particularly promises of 
house bu}en business and government units 

4 Life insurance companies also handle pension programs for indi 
viduaU or groups of individuals such as the emplovees of a business firm 
or the members of a labor union These programs involve an agreement 
whereb) pa}ments are made b) individuals or by a firm on behalf of mdi 
viduals dunng the penod of employment and pavments are made to 
individuals dunng the penod of theit letiiement Espeaally dunng the 
earl) tears of such agreement more money will come m as payments to the 
insurance companies than w ill go out as payments made by them Thus the 
pavments establish a kind of account owned jointly by those who are 
building up retirement benefits 

The pnvilege of etchanging these accounts for money pnor to 
retirement may be severelv limited and m many cases noncaistent Never 
theless while the program is in effect those who are covered bv such a 
retirement program hold a kind of account which comes under the genera! 
category of finanaal instruments issued bv finanaal intermedianes Mem 
bers of the plan then are also indirect holders of other finanaal instruments 
ongmally issued by government business and so on 

Social Security 

Not all pension funds however are administered by life insurance 
companies MTien the trust departments of commeraal banks administer 
pension funds each fund is kept separate and the finanaal instruments held 
by the funds are kept separate from those owned by the banks on behalf 
of ordinary depositors Labor unions also sometimes maintain pension funds 
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All such pension funds are members of a class of financial intermediary 
The) provide an arrangement through whidi the people hold indirectly the 
financial instruments issued by business firms and government units 

State governments administer pension funds for the emplo)ees of 
state and local government units The finanaal instruments held by these 
funds are primarily bonds issued by federal, state, and local governments, 
these instruments are, of course, held indirectly by those holding “accounts” 
issued b) the pension funds 

At first glance, the federal soaal security program may seem to be 
just another t)pe of pension fund This is so because it does hold financial 
instruments (including the largest share of the federal public debt held by 
any one holder) and makes pa}ments to account holders in the same man* 
ner that pension funds do There arc differences, however, and the inter 
pretation of what social security "really” is has become a matter of con* 
trovers) 

Under social security is an unemployment compensation program, 
administered by the fifty states, and an old age and survivors' insurance 
program administered by the federal government Contributions to social 
security take the form of payroll taxes, part of which are paid by emplo)ees 
and part of which are paid on behalf of the emplo)ees by the emplojers 
Pa)ments are credited to the Social Secuntj Trust Funds, and pa)ments 
are made from the Funds to individuals who are unemplo)ed or retired, or 
to the survivors (beneficiaries) of persons covered by the social secunty 
program 

The social security program has been in effect since 1937 In its 
early years payments to the Trust Funds were far greater than pajments 
from the Funds As a consequence, the administrators of the program have 
accumulated over $50 billion worth of federal government bonds in the 
name of the Trust Funds 

In recent years, pa)ments to the Funds and payments from them 
have been just about equal, so that the amount of government bonds held 
has remained fairly constant The reason for this change to a balanced 
budget operation has been pnmanly that the benefits under the old age and 
survivors' insurance program have been increased by law by more than the 
payroll taxes have been increased 

As noted, there are two wajs of viewing the social security program 
First It might be said that those who arc OTvered by the program are the 
indirect holders of the $50 billion worth of government bonds held b) the 
Trust Funds Under such a view, the soaal secunty program is to be con 
sidered a financial intermediary, and those covered are to be considered 
holders of “accounts” issued by the Trust Funds 

Instead, you might just as easily consider payroll taxes as essentially 
the same as other taxes, and consider payments to beneficiaries of the social 
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secunty program the same a» paimcnts to other recipients of gosernment 
transfer pavments In such a new the social <ecurm program is not a 
separate finanaal intermedian but is just another operation of the federal 
government The federal goiemment in such a view has issued some 
bonds that it holds itself we would base to subtract this amount from the 
public debt 

\\Tien It was introduced the social secur\t\ program was made 
palatable to some who opposed the notion of a welfare state b\ giving it 
some of the features of an insurance program The controlersv is whether 
the program is realh part of a welfare state approach nvolvmg a gov 
ernment obligation to take care of uneraploved older and widowed per 
sons or whether it simplv follows insurance principles 

You can look at the program either wai but vou should be consis 
tent You can sav that the people v\ho are covered bv the social securitv 
program hold accounts that represent indirect hold ngs of government 
bonds In such a case }ou sav that the pubi c debt is approximate!) <300 
billion Or vou can saj that the bonds held b> the Social Securitv Trust 
Funds are irrelevant and that the public debt is about $250 billion If vou 
call the social secunty program a welfare state program jou should not 
report the public debt as $300 billion 

The preceding discussion accounts for the most important tjpes of 
finanaal vntermediane^ and finanaal institutions and describes the most 
common vvajT in which people hold original financial instruments indirectl} 
The financial structure of the economy is of course considerablj more 
involved than can be described in a few pages in an introductory approach 
to economics and the variations m the financial instruments made available 
to the public IS very great There are counselors who will advise jou on 
the combination of financial instruments }OU should hold And if )our 
situation seems to require a kind of financial instrument not now available 
)ou could probably find an intermediary willing to tailor one to your 
purposes 

JIl n HEN ARE YOV SAVING? 

Mo«t people tend to think about their saving in simplified stereo 
tj.ip-fi r.iTOft U 'hK, V.v.x KtimViWig alxrr Vrrey Viave met t'neir 

regular monthly obligations thcj may take their leftover mone) and put 
It into a savings account a U S savings bond or some other instrument 
The newlj acquired instrument is thought of as their new savings 

Aside from the fact that tnonej is not put into savings accounts 
or other instruments but exchanged for them there arc two things wroncr 
with this conception 
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First several of most families monthly obligations will involve 
saving instead of taking product The monthly paycheck may show deduc 
tons for a pension fund for soaal security taxes for a payroll savings 
plan and for other regular savings commitments There is some saving 
done then even before the family is paid money Part of the take home 
pay may be used to pay a life insurance prwnium (part of which is likely 
to involve saving) or make a monthly Christmas Club or mutual fund 
payment A large part of the paycheck is often used to make a mortgage 
loan payment which means increasing your equity m a house For most 
people then savings arc not just what is left over but arc part of the 
regular ohligat ons of the household 

Second the monty left over is part of the family $ savings even 
before it is used to acquire a savings account There is an apparent reluc 
tance on the part of most people to include money as part of their savings 
and such people do not think of themselves as actually having saved until 
they have acquired some some nonmoney finanaal instrument There is no 
reason for jou to share their illus ons At this po nt whether families regard 
their money as part of their savings is not important What is important is 
that monej is a financial instrument and when it is held by the people 
does constitute part of their savings 

Most people then do a lot more saving than the) think they do and 
what is more they do much more systematic saving than they are aware 
of This fact will be of significance later when }ou see the relationship of 
saving and investment to economic instability 
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COMMERCIAL BANKS AND MONEY 


Because financial arangemenls arc of such importance m the American 
economy a major role t$ assumed by financial inst tutions and financial 
intermediaries whose common function it is to brng together directly or 
indirectly the issuers and holders of financial instruments Financial inter 
mediaries by doing so permit issuers of finanoal instruments to issue them 
in one torm and holders to hold them m another—m the form of some kind 
of account 

Perhaps the most important type of financial intermediary men 
tioncd in the last chapter is the cor t trttal bank The 14000 American 
commercial banks do about one thud (in dollars) of all the intermediation 
in the United States 

Any United States bank, with checking accounts among its liabilities 
IS a commercial bank The word commercial appears in the name because 
these inst tutions were originally created to fill the needs of commerce as 
opposed to industry ^\ith the gross th of appliance and home loans and 
other types of lending the commercial aspect is not as important as it 
once was and perhaps a better name today would be checking account 
banks * But the name commercial bank is well established and must be 
used here 

* Commercial banka alao issue sav ogi accounls and other special zed types of 
accounts but these ocher accounts may be gnored n th a d scuss on because they 
do not involve any important d at oct on betvrcen commerc a] banka and other in 
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I Jnir STUDY COMMERCIAL BA\KSr 

E\enthin" «aid <a far about finanaal intermedianes in pcnrral aho 
applies to comnieraal barks Tbet acquire prom «cs and issue accounts. Like 
other intermed anes thrv preside for indirect osmersh p of promises of 
or "inal issuers « hich in th s case include indis iduals business firms pjs 
eminent un ts and foreipiers in all categories. If commercial hanks arc just 
another trpe q< financial inlennediart rvhv is separate—and extensti e— 
treatment of them nece^san '* \N hi this chapter and the two that 
foVloir’ 

In the fits! place commeraal banks ate not just another ti-pe 
of finanaal intermediair There is a small but crucial difference between 
them and the others The accounts issued by commercial banks—checking 
accounts—are a form of monev 

Eicn this fact would not require speaal treatment of commercial 
banks irere it not for four other factors 

1 The fact that the accounts issued br commercial banks are a 
form of moner means that thev are created in a war different from sudi 
other accounts as sanngs accounts life insurance accounts and the like 

2 There is a considerable amount of misunderstanding concerning 
the subject of moner leading to some res stance to the ba ic pnnaples in 
tolled It seems necessary not onli to tell vou ho\i the moner system 
works but to make sure lou are connneed that it does work that irai and 
that lou are satisfied that there is nothing fundamentallr iiTong with it 
M rk ne that irai 

hloreoser many people talk about money when they really mean 
someth r<s else ^ou haie probably read the boasting by important firms 
about how much monej thei haic put in arculation in the area through 
the r large payrolls or haie heard politiaans faior (or condemn) goiem 
mcnl spend ng on the grounds that it puts more moner in arculation It 
IS useful to e\amine the transact ons that aciualli do put more money 
in arculation 

3 De«p te the fact that some people may talk about money when 
the\ really mean something else money itsdf may from time to time actu 
ally desen e some attention As a matter of fact the money system is a prime 
focus for goremment policy affecting aggregate employment income and 
thepnceleiel Because monetiry policy’ is important some attention must 
be gn en to the money sjTtcm and t£> ciumneraal banks 

4 In eieiydai speech the word ‘money —or dollars’—is giien a 
number of meanings Many of them fall into two calegones 

(a) Monej is a speaal type of finanaal instrument one generally 
acceptable in exchange for product or setsices In the United States money 
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consists of checking accounts and currency This is the only meaning used 
m this book for money 

(b) But the word "monqr” is also used sometimes carelessly as a 
measure of the value of things This usage accounts for such common but 
misleading expressions as “How much money do you make’” (The refer 
ence is not of course, really to making money, which would usually m 
volve counterfeiting ) I put my money in a savings account ” or My 
money is in real estate” (Nothing of course, was actually put mio any 
thing The man whose “money is m real estate” docs not really mean he 
has buried some currency m the ground ) 

To be precise, and to avoid confusion this book must make a dis 
tmction between “money” and ‘oaoney’s worth ” For the expressions above, 
you would have to substitute “How much income do you earn’’ (or ‘ How 
many dollars’ worth of income do you earn’”) and “I exchanged mv money 
for a savings account of equal value ” or ‘ My wealth is held in the form 
of real estate ” 

People commonly use “money” in both ways, without making a dis 
tmction This practice probably accounts for the almost mystical way in 
which many people approach the subject of money If they are told for m 
stance, that a certain institution (rentes $10,000 worth of money, they think 
of the act as being similar to the creation of $10 000 worth of real estate 
or $10 000 worth of product The creation of money seems almost magical 
The new appearance of dnllnrs is confused with the new appearance of 
dollars’ worth For this reason, it is worthwhile noting now that the m 
stitutions that m the United States arc responsible for creating money per 
form nothing magical, and actually create no new dollars’ worth at all 

You may work hard to “make money” Certain institutions “make 
money" with no effort at all This situation would seem unfair to anyone 
uho thought of the expression “make money" as meaning the same thing 
m both sentences 

II CREATION OF ACCOUNTS AT 
FINANCIAL INTERMEDIARIES 

All financial intermedianes arc alike in one respect They hold 
financial instruments as assets, and issue other financial instruments as li¬ 
abilities and as shares of net ssrvlb This jwearos Jii?f s dnsncisi 

instrument issued by a financial intermediary—a savings account, a mutual 
fund certificate, or even money—^you are indirectly holding a promise or 
share of net worth issued by one of the economy's ultimate issuers 

This relationship holds true for all type of finanaal intermediaries 
There is a significant difference, however, in the manner in which the rcla 



160 ECONOMIC PROCESSES-THE LE\'rL OF ECONOMIC ACTHTTY 


tionship IS first established for different types of finanaal intermediaries 
Accounts at finanaal intermediaries come into existence in essentially two 
different ways depending on the type of account insohed 

The first m ay in whidi an account might come into existence is the 
simpler of the two, because it conforms widi “common sense —that is with 
ideas 10U probablv already hate How do you gel an account at a finanaal 
intermediary’ In most cases the answer you would immediately give would 
be the correct answer }Ou would gise money for it. 

For example, if vou wanted an account at a sasnngs and loan asso- 
aation vou would bring moner to the assoaation and gise it up in exchange 
for an account As far as jou are concerned, you are gi«ng up ^pe of 
finanaal asset m order to hold another As far as the sasings and loan asso¬ 
aation IS concerned it has a new habiLty—jour account—and a new as¬ 
set—the moner jou brought it The assoaation then transfers the money 
to a house buver in exchange for a house burer’s promise. The sasmgs and 
loan assoaation has then done what you first did jt has changed the form in 
which It holds assets ginng up money in order to hold another type of 
finanaal instruinenL Br these transactions, you base an account at a sanngs 
and loan assoaation and less money, someone else has the money you 
formerlt had No other accounts are affected, for the economy as a whole, 
there is an increase in the accounts of savings and loan assoaations, and 
there is no charge in the amount of money The counterpart of your ac» 
count at the savings and loan assoaation is the new promise of the house 
buyer 

One thing to note is that the saiings and loan assoaation dealt 
separately snth the promisor (borrower) and account owner{ saver) Un 
less a cormneraal bank ts involted, finanaal intermediation always takes 
two steps (1) someone gives the finanaal intermediary money m exchange 
for an account or an increase in the value of an existing account, and then 
(2) the mtermediary gives a borrower (or issuer of a share of net worth) 
the money in exchange for a finanaal instramoit. 

The reason such intermediation takes two steps is that the borrower 
and ffie account owner will necessarily be two different persons. If you 
wanted to bo rr o w from a savings and loan assoaabon, you could give it a 
promise, and it could give you a savings account in exchange, only one 
transaction would be required But if you are a borrower, you will not 
want a savings account. You will want money If you want money, two 
steps arc required 

This two-step method of oeafing accounts applies to almost all 
finanaal intermedianes and to almost all tvpes of accounts It applies to 
mutual funds and investment trusts to savings banks and savings and loan 
assoaabons, and to insurance compames, both “stock” and ‘ mutual.” 
It applies then, to such accounts as mutual fund certificates, savings accounts 
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and insurance policy accounts It does not apph to commeraal banks or 
to the accounts they issue checking accounts which are a form of money 
The nso-step explanation applies onls to nonmones accounts 

The first step in explaining how nonmones accounts come into exist 
ence i> to sa\ that you bring mono to the finanaal intermedian But when 
the subject is commercial banks the question must be ^\^lere did monej 
come from m the first place’ B\ xvhat transactions docs monc) come mto 
existence ’ 


Money Issuing Banks 

^Miere does monej come from ’ For the an»w er to this question it is 
necessan to consider the operanon of moner issuing banks because accounts 
at monej issuing banks are monel Mone) is an account at a monei issuing 
bank 

In the Lnited States there are two tipes of monei issuing banks 

1 Commeraal banks which issue checking accounts and 

2 Federal Resene banks which issue currcncj 

Federal Reserve banks will be discussed in the next chapter This 
chapter will concentrate on commercial banks In this chapter and the next 
in order to aioid constant repetition of the somewhat awkward expression 
monej issuing bank(s) the expression bank($) is u»ed alone to signifi 
commercial banks and/oc Federal Reserxe banks U should be understood 
that savings banks and investment banks are speoficaJli excluded when the 
word bank(s) is used alone 

In this discussion as m other areas in economics there is an im 
portant difference between the whole and the part sometimes reference 
will be made to the banks referring to all banks considered together and 
sometimes reference will be made to a bank or jour bonk referring to 
one single bank alone 

Registered and ‘ Unregistered Money 

Monej IS what lou commonlj receive when jou wx>rk and surrender 
when jou pw vour bills Mo t bills are paid bv checks which transfer the 
ownership of checking accounts at banks The account not the check is 
monev The check is s mph a means of transferring the ownership of an 
account Most currencj the other means of pajing a bill is also in a sense 
an account at a bank The banks that provide currenev—the Federal Re¬ 
serve banks—issue Federal Reserve notes which are passed from hand 
to hand m paving b 11s In the case of Federal Re ene monej the currenev 
andnotthe account is considered to be monev If vou w rite a check to pav 
a bill and then accidentallv destrov the check vou have destroved no 
monej , but if vx>u acadentalU destroj currencj the monej is gone 
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account by the deposit of curencj someone else is decreasing a checking 
account b) a withdraw al of currenc\ The taking of currenc) to bonks by 
people does not explain an increase m the total amount of checking ac 
counts owned bv the people (except on a seasonal basis—dunng some 
seasons more people bnng currenco to the banks than ovithdran currencv 
and In other seasons the process is reversed) In any event bringing cur 
rencY to the banks could only increase the amount of checking account 
mone\ it could not explain an increase in the total amount of monev 

The checking accounts of business Arms and individuals increased 
in value from approximatclj $73 billion to almost $120 billion between 
1946 and 1963 If this increase of about *^45 billion m value of checking 
accounts is not explained b\ the bringing of checks and/or currencv to the 
banks v\ hat does explain the increase ^ 

III THE ORIGl\S OF CHECEI^G ACCOVNTS 

Suppose } ou operate a small manufacturing firm and vn<h to expand 
your inventor} preparaior) to the Christmas season ^ou go to vour bank 
and negotiate a loan giving the bank a promi<sor) note Ordinaril} the bank 
will then simply make an addition to )our checking account as a vvaj of 
giving }ou the money }ou have borrowed That is all there is to creation 
of checking accounts 

In T account (1) }ou arc shown to have borrovred $5000 The 
bank s assets hav e increased since the bank now holds your promise and 
the bank s liabilit es have increa<ed s nee vou novr hold a checking account 
at the bank The increase in }ovji checking account n\ as not accoinpanved bj a 
decline m anyone else s checking account Instead the total amount of check 
ing accounts has increased Your new checking account is also new money 

FIRST RATIO\AL BANK 

Holds Issues 

k OUT promise 10 pay |\our checking account 55000 

the bank ^aODoj (1) 

For emphas s it should be repealed that when you borrowed $3000 
from the bank the bank did not have to get the money from an}'where 
It simply issued a new checking account to }ou 

Th s transaction explains what is meant b} the often used expres ion 
banks create mone} Banks is.ue money in ex^ange for promises Other 
finanaal intermedianes create other tvpes of accounts (such as savin'^ ac 
counts) when the) act as intermedianes between promisors and account 
holders But banks alone create money when they act as intermediaries be 
tween promisors and account holders 
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The major difference between the operations of banks and of other 
financial intermediaries must be emphasized not because these intermedianes 
are so different (they are really essentially alike in most respects), but be¬ 
cause the distinction is necessary to understand the origin of money With 
intermediaries other than banks (savings and loan associations, for ex 
ample), there are two separate transactions, two distinct steps some people 
bring money in exchange for new accounts or for additions to old accounts, 
other people and production groups hnng promises in exchange for that 
same money With banks these two transactions are merged into one The 
creation of checking accounts requires only one distinct step When a bank 
acquires the promise and issues a new checking account, the person from 
whom It acquires the promise and the person to whom the new account is 
issued arc the same That same person may immediately or later transfer 
that new account to someone else, but he gets the account first, in direct 
exchange for a promise 

Return for a moment to the illustration Your firm has been issued 
a new checking account m exchange for a promise and it is easilj seen that 
total checking accounts have thereby been increased But you are not going 
to hold that checking account indefinitely You borrowed in order to ex¬ 
pand your inventory You will write checks to transfer that account to 
someone else When you have spent the entire checking account, does the 
new money disappear’ The checking account disappears from joar bank, 
but when your checks are deposited in other banks, the checking accounts of 
others increase Spending money does not destroy money, it merely transfers 
It to someone else 

Before you have spent the money, the financial relationship corres 
ponds to the first type of financial transaction described in Chapter 7 you 
and the bank have merely exchanged finanoal instruments In holding a 
checking account you are indirectly holding your own promise But when 
the money is spent and falls into the hands of those who did not acquire it 
by borrowing the finanaal intermediation is complete You have issued a 
promise someone else holds your promise indirectly by holding money The 
financial relationship is now no different from that brought into existence 
through the intermediation of insurance companies savings and loan asso 
ciations and other intermediaries You have issued a promise, which some 
one else holds indirectly in the form of an account at a financial inter 
mediary 

When you spend the money and your checking account is depleted 
and someone else s increased it is likelv that the liabilities of your bank— 
Its total accounts issued—will dechne This is so because it is unlikely that 
your check will be redeposited in the very same bank on which it was 
drawn As your bank’s habilicies decline, its assets must also decline This 
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points up a verj special a<!mimstriti\c problem faced by commercial banks 
and to some extent b\ other intermediaries but not fenerall) faced bv other 
tapes of businesses Banks lablities are subject to transfer by check and 
may fluctuate in amount Nonfinanaal corporations whch may issue 
liabilities in the form of long term bonds do not face the problem of fluctu 
atmg liabilities and may be fairly sure that they can hold their assets for 
a long time Banks do not enjov the luxury of such assurance 

Hoav banks manage to transfer assets when their liabilities are trans 
ferred by check will be discussed in the next chapter At this point it can 
only be noted that because banks are subject to swings in the aalue of their 
liabilities some of their assets must be extremely liquid—that is quickly 
salable without significant loss in value In fact banks must keep some 
monej—currency and checking accounts at other banks—among their as 
sets But the amount of money held by banks avill rarely exceed 2 percent or 
3 percent of their total assets Th $ is a far erv from the image many people 
have of banks as places to keep money 

In fact many people seem to think that they supply the banks with 
money The truth is the reverse the banks supply the people—and business 
firms—with money 

Repayment of Dank Loans Destroys Money 

The general rule then is that banks issue new checking account^^ 
new money—when they acquire the promises of borrowers such as your 
manufacturing firm The rule also follows that when the loans are repaid 
and the promises canceled the money is destroyed 

After the Christmas season your manufacturing firm will have ac 
cumulated some money as receipts for the sale of product You will now 
pay off y our bank loan You write a check for $5000 and gi\ e it to the bank 
in exchange for your promise which is then canceled The bank which now 
has your check deducts $:)000 from your account You now have $5000 
less in money and no one else has any more money The money has been 
destroyed 

'When bank loans arc repaid then total checking accounts decline 
This raises a problem Since every loan presumably will someday be 
repaid so that all checking accounts created by bank lending are eventually 
destroyed how does the money supply ever increase’ How did total check 
tng account increase by some $45 billion since the end of World War II ’ 

The growth of checking accounts over these years means that during 
that time more was borrowed than was paid back to commercial banks This 
conclusion does not mean that loans were defaulted upon but instead that 
borrowing from commercial banks has generally been increasing m the post 
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Qme IS venr lifcelv to be different from the person to Mhom the checking 
account onsinallv issued Secind the mllingness of the people to accept 
bank ai.counts—moncT—con be taken for granted \nvone a\il\ accept cut 
renca or checking accounts although he mjv soon pass this money on to 
someone else 

hen YOU n ant to know hoay much monev can be created—the 
value of checking; accounts that con be issued—vou focus not on the willing 
ne's of people to hold the accounts but on the promt fs coming into banks 
(The size of the monev supply is effectively limited however bv federal 
regulation as trill be discussed m Chapter II as w ell as by the w ilhngness 
of people to issue promi'es and bv the vvallingness of bankers to accept 
them ) 

But the \nllin5,ne s to accept satings accounts cannot be taken for 
granted '\^hen jou want to know the value of savings accounts that can 
be issued vou focus bolk on the promises coming into pavings and loan asso 
uations and savings banks and on the willingness of people to accept such 
accounts in exchange for money The people must ftrft show their willing 
ness to own savings accounts rAen and only then mav the promi es be ac 
quired by the financial intermediar) 

In short holding someone tl<es piomises indirectly by holding 
money usualh requires no initiative b\ the monej holder \ou are paid 
m the form of monev until vou 'pend it and jou do not spend it all im 
mediateli upon being paid ^\’hen vou hold monev jou are participating 
in a financial relationship even if jou hold roonej for a few days that 
monev still corresponds to a promt e issued bv someone else On the other 
hand hold ng someone el es promt es indirectiv bj holding a savings ac 
count does requite initiative bv the account holder ^ ou must go to a 
savings and loan a 'ouation or other finanatl intermediary that issues sav 
mgs accounts and exchange monev for such an account In the case of banks 
the onlv initiative required is that of the borrower in the ca-e of other 
intermediaries initiative is required on the part of the borrower and of the 
holder of the account 

// ho /{dually * Creaias" A/onev* 

Some additional illustrations involving several basic tvpes of check 
mg account creating transactions should serve to iron out difficulties both 
m understanding the process bv which banks create monev and in being 
able to believe that banks do create monev 

First let us sec who creates what ^uppo'C jou have been em 
ploved by a business firm for a week and todav Friday is pavJay The 
companv has the product of jx>ur services (unfinished commodities held as 
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inventory), and it records on its books that the services you have provided 
are valued at $100 The difficulty is that while your part m the production 
process is complete the product is not really “finished ” Your job, let us 
say was to assemble, wire, and solder the basic components of a transistor¬ 
ized portable radio But before it can be sold, the radio must be aligned, 
tested and inserted in a cabinet Not having jet sold the product of your 
labors the business firm has no money What can it do in order to pay jou’ 
Perhaps the firm will take a legal looking piece of parchment paper 
and write on it “The Kleer Aza Bell Radio Co promises to pay the bearer 
of this certificate $100 on demand ’’ If you accept this instrument as settle 
ment of the firm's obligations toward you and find that your grocer, land 
lord and banker are also willing to accept it as a means of payment, the 
certificate tvritten out by the firm will constitute money The firm, in that 
case would have by itself created money It would have issued money as a 
liability to allow itself to hold product 

This type of transaction, in which a firm, m technical terms, "draws 
a draft against itself ’ is not today as common as it once was A very similar 
transaction is more common state and local government units often make 
payments by writing checks (sometimes called “warrants”) not against 
checking accounts in eommetaai banks, but against their own treasuries 

There are several reasons however, why the Kleer Aza Bell Radio 
Co IS not likely to create such an instrument In the first place, it would 
probably be unable to ‘ pay the bearer on demand”—that is, be prepared to 
give currency or a checking account to some future holder at any time the 
holder wanted, and it would hence prefer to issue a restricted financial in 
strument Furthermore your grocer, landlord, and banker would not be 
likely to be w illmg to accept the instrument as a means of payment, and be 
cause they would be unwilling to accept the instrument from you, you 
would be unwilling to accept it from the business firm 

But the radio firm has o]>cn to it a course of action that is tanta 
mount to issuing money The firm cannot issue money, but it can issue a 
financial instrument—one by which the firm promises to pay a bank (not 
“the bearer’ ) $100 at the expiration of, say, ninety days (not ‘on de 
mand ) If a bank is willing to accept die firm’s promissory note, the firm 
will be issued a checking account, which the firm may transfer to you m 
settlement of its obligation to pay you 

The rAlr cf thr hawk, as jMif ip "c.'eatf Acyj.hwg' T.b^ raJ.w 
firm creates the new financial instrument so it can hold product The role 
of the bank is to monetize” the firm s promise—to transform” it into a 
form which is acceptable to you—money 

lichen the employer gives the promise to the bank and receives a 
checking account in exchange the relationship will be of this sort 
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Two points maj be noieil ( 1 ) Monet has been created in this 
example There is $100 more avorth of monet than there was before The 
pitKess bt whuh monej asas create I was that a bank actpiired a promise 
and i iieil an account Hut (2) the bank though it is.urd monet did not 
reallj rmfe an)thing—ilid not create new dollars’worth llsrolewasto 
monctire ’ a promise 

Wbr.o. fjbe. ciko-s-w a.t-a’nhW. w/iWii w/i 

the firm actpiirrs monet from the sale of them it can surrender the monet 
to the bank as it promisei! to do The hank mere]} relucts the catmpanj’s 
checking account b) $100 and returns the canceled promise to the firm 
Since the companj will at that point have levs monej an! since no one 
else will hate anj more monc) (whj aton l the hank hate the monej ’). 
the lota! amount of monej will be reduced bj $100 
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IV MONETIZING ASSETS 

To recapitulate the theme &o far people provide services and create 
product and m an advanced interdependent economy they take product 
oi equal lalue but not necessaril} the same product they have created 
Such an economy needs a set of arrangements through which services may 
be exchanged for product In all economies in which people create one 
product but may take another there is some type of money In the American 
economy money is an account at a particular type of financial intermediary 

When people provide scr\ices to a firm to create product the firm 
may issue a promise to a bank The bank monetizes the promise giving 
the firm a checking account (or increases the value of the firm s existing 
checking account) The money is then giscn to the people who no longer 
have claims aga nst the firm but have generalized cla ms to product When 
the people (not necessarily the same individuals) take the product they 
surrender money to the firm The firm then surrenders the money to the 
bank The promise is canceled and the money is destroyed 

Under such a system money appears when it is needed to ac 
commodate the people s des res to take product other than that which they 
have created and money disappears when it is no longer needed when 
the product has been taken 

Money s Many Roles 

If money comes into existence only to effect an exchange and goes 
out of existence when the exchange is concluded why should there eltvass 
be money m existence^ It would seem there should be money m existence 
only in the interim between the creat on of product and the taking of 
product by the people 

There are several reasons why you will never find that all money 
has disappeared 

First all transactions do not take place simultaneously in neat sepa 
rate periods Firms will always have some unsold product and people 
will always have some unspent mon^ 

Second some people want to hold money more or less indefin tely 
\Vh)Ie people ivho want to sa^e ordinanly want to bold an instrument that 
provides ownersh p income (interest or dividends) life insurance protec 
tion or some other advantage there are ceria n advantages in hold ng 
money If you are a person who does not want to let his checking account 
balance get below say $200 you fall into the category of those who want 
to hold money indefinitely 

Third and most important firms also want to hold money in 
definitely As was noted at the end o£ Chapter 7 precautionary or oppor 
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tunistic motives lead bu'inev* firms to hold more money dnn is held by 
anj other sector 

And fourth money is not only used to effect an exchange of services 
for new product created but is also used for the exchange of already existing 
asset both physical and financial 

Hence there is no exact correspondence between the amount of 
monev in ixistence at any time and the amount of economic activity going 
on at that time This is one reason why attempts to prove that the amount 
of money in existence affects the level of economic activity or the level of 
prices ordinarily have failed 

Mofietizniff * Old ' Assets 

Moreover there is no exact correspondence at any time between the 
amount of borrowing from banks and the amount of money in existence 
Banks are like other production groups in that when they want to hold 
something as an avset they must issue something as a liability or as net 
worth When banks acquire an asset they can issue a new checking account 
as a liability The newly acquired asset does not have to be a new promise 
of a business firm 

For instance assume that you own a $1000 government bond repre 
sentmg a premise the government has made to surrender $1000 worth of 
money to you at some specified future t me You decide to buy a new auto 
mobile and find that once the trade m value of your present car has been 
deducted from the price of the automobile you still need $1000 worth of 
money to complete the transaction 

If the automobile dealer w ants a $1000 government bond you might 
simply give him the bond and take the car But such a transaction is un 
usual government bonds arc not usually employed as money—that is. as 
a means of payment 

So you will sell youi bond To simplify the matter assume that you 
sell the bond directly to a bank although ordinarily a bond dealer would 
intervene between you and the buyer You give the bond to the bank and 
the bank gives you a checking account worth $1000 For the bank, we 
would have 


SECOND NATIONAL BANK 

Holds Issues 

Covcrnmcni jkourmoncy 
promise $1000 $1000 


(4) 
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FEDERAL RESERVE BANKS, 
THE TREASURY, AND MONEY 


"Money it has been noted consists m the United States of checking accounts 
and currency The preced ng chapter explained the origins of money that 
takes the form of checking accounts the form that comprises approximately 
80 percent of the formally counted money supply It remains to discuss 
the origins of currenc) the form of money that comprises the remaining 
20 percent 

"Man} people begin the study of economics with two preconceptions 
about money preconceptions that are decidedly misconceptions and al 
though the anal^s s presented m the preceding chapter in this chapter and in 
the next chapter should prose sufliaent to dispel these ideas perhaps it is wise 
to deal separately and specifically with them The first is that since ordi 
narily jou take money to the bank to get a checking account checking 
accounts are not money but merely represent money Checking accounts 
are svidely used to pay individuals for their productive services and to buy 
product and thus themselves satisfy the definition of money Implicit in 
the m sconception is the idea that currency and money arc identical that the 
two words arc mutually interchangeable Currency is a type of money but 
money and currency are not identical 

The second misconception follows in part from the first Many people 
when asked to explain the ongin of money will say that it is issued by the 
federal government You have already explored the origin of checking ac 
counts and hence can be sure that at least 80 percent of the money supply 
IS not issued by government but bj commercial banks The people who rely 
on some government activity to explain the existence of money really once 
again have in mind currency But federal government activity accounts for 
only a small (and declining) fraction even of currency in existence and 


175 



174 ECONOMIC PROCESSES-THE LE\EL OF ECONOMIC ACTIVITY 
for an even smaller fraction (about 3 percent) of the total monej supplj 
Because of the relative ins gnificancc of government issued monej vve may 
deal With U S Treasury money as an exceptional case rather than as the 
rule in explaining the origins of money 

I THE SOURCE OF CURRENCY 

Checking accounts it will be recalled come about as the result of 
a borrowing or other transaction by wh ch the banks’ come to hold finanaal 
instruments that they did not formerly hold Checking accounts once in 
existence need not be owned by the persons or groups to whom the banks 
originally issued them but instead can be transferred to others so that your 
own holding of mone\ does not necessarily imply that you borrowed from 
or sold a previously existing promise to a bank 

Suppose that some of those who have dicckmg accounts want cur 
renq In effect these people would be saying that they no longer want the 
ownership of their money recorded They want money that can be traps 
{erred without checks endorsements and deposit slips (and without ques 
t on) 

The transactions that give rise to the existence of currency are in 
essence very simple The people come to the banks to exchange their check 
mg accounts for currency The banks simply record a reduction in the 
checking accounts of their customers pnnt an equivalent amount of cur 
renev and give it to their customers and record an increase in currency 
issued The amount of money owned by business firms and by individuals 
remains the same the only difference is that a greater part of this money 
is unregistered 

If you would like to a^e that your bank—the commercial bank 
with which you do business—docs nothing of the kind and that if it did 
pnnt currency you would call the F B I just remember that your bank 
is not the subject of discussion When you consder all money issuing banks 
(the commercial banks and the Federal Reserve banks) your exchanging 
a checking account for current ( cashing a check ) does nothing but 
change the form in which you hold money and change the form in which 
all money is held Perhaps this can be seen more clearly if the major ac 
counts of money issuing banks arc put tt^ther as in T account {1) 

Actually these accounts are spbt up among a large number of banks 
But when they are considered together you can eas ly see that currency 
issued can increase and checking accounts decrease with no change either 
in the assets of the banks or m die total supply of money 

tRecall that tbc express oD the banks is used here as an abbrev ation (or 
the express on raoney issuing banks and indadn the commercial banks and the 
Federal Reserve banks but not iBvestmeDt banks savings banks blood banks etc. 
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ALL MO\EY ISSUING BAMlS MAJOR ACCOUNTS 

(in bilUons of dollars) 


Assets held 


Arroiints issued 


Promises of bus ness 


Currency issued 

$25 

firms government ut 

Ills 

Checking accounts re 


and individuals 

$104 

corded as customers 


Gold certificates • 

21 

money 

100 


$125 


$12o 


* Gold cert ficatea are apecial finanaal instruments issued by the U S Treasury 
Brpartmror and held as assets by the Federal Rescrre banks Their meaning orig n 
and use will be d scussed later n th s chapter 

Considering all money issuing banks together does however ef 
fecti\el3 obliterate from the record a number of cotnpl eating transactions 
among banks for the particular banks that issue currency do not issue 
checking accounts and vice versa The preceding chapter included an analy 
5 8 of the transactions that give nse to the issue of checking accounts by one 
tjpe of bank the commercial bant The other part of the story entails m 
vestigating the fundamentals of the operation of the banks that issue cur 
rency the Federal Reserve banks 

The Federal Reserve Banks 

In the United States there are 14000 commercial banks Commer 
cial banks issue checking accounts but may not issue currency If you want 
to exchange your checking account for currency you will go to a commercial 
bank but while commercial banks will give you currency they do not 
issue currency but instead ordinarily get it from other customers who wish 
to exchange currency for checking accounts IVhen commercial banks have 
to give out more currency to their customers than they receive from them 
they will get additional currency from the Federal Reserve banks 

There are twelve Federal Reserve banks all of which issue cur 
rency Currency issued by Federal Reserve banks is called Federal Reserve 
notes Among banks only the Federal Reserve banks are permuted to issue 
currency The Federal Reserve banks also issue accounts called reserve ac 
counts but these are someivhat different from the checking accounts issued 
by commercial banks Accounts at Federal Reserve banks are held bv com 
mercial banks by the federal government and temporarily (as will be ex 
plained later) by individuals and business firms In addition for reasons 
which do not concern us here accounts issued by Federal Reserve banks are 
owned by other banks in foreign countnes which there perform the same 
functions as the Federal Reserve banks perform in the United States 
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Thf LniteJ States (induding Puerto Rico and the \*?rgin Islands) 
i> dmded into twehe banking distncts each distnct is sened by its own 
Federal Reserve bank The different distnets and Federal Re^eoe banks 
are not ot equal size or importance New \ork Citr is a major American 
and international hnancial capital and the Federal Reserve bank of New 
^ ork accounts be itself for one fourth of the assets of all Federal Reserve 
banks It to the^e assets are added the assets of the Federal Reserve banks 
of Chicajo and of San Franosco over half of the assets of the twelve 
Federal Re^rve banks are accounted for- 

In most important respects the Federal Re«ene banks act as a single 
unit rather than independentlr and for that reason rou often hear refer 
en^ to bom- action taken bv the Federal Reserve Srstem or just simple bv 
the Federal Reserve Technicallr the twelve Federal Reserve banks are 
independent in a number of wavs the net worth of each is legallv owned 
by the commeraal banks it serves and each has its own officers and di 
recton But these officers and directors do not make the most important 
deasions affecting the actions of the Federal Reserve banks, such deosions 
are made in.read bv the Board of Governors of the Federal Reserve Svstem 
whose members ate appointed bv the President of the United States, and 
whose officers are in ashington D C 

Thus the Federal Re<eAe is a unique organizanon or group of 
organizations. Their ret worth is pnvatelr and separatelv owned but ther 
operate much like government agenoes and as a unit The commeraal 
banks in each Federal Reserv e district own the net worth of the respectiv e 
Federal Reserve banks but receive a feted rate of return on that investment, 
the residual share—anv profit in eveess of the fixed amount paid to the 
commeraal banks—goes to the federal government technicallv as taxes- 

^ irtuallv everv independent nation tn the world has a ‘central 
bank «erving the same purposes as the Federal Reserve banks do m the 
Umted States. In some countnes the central bank is owned bv the govern 
ment lo others it is pnvatelv owned But in all countnes it operates m 
what is believ ed to be the public mterest rather than m search of profits. 
The first was the Bank of England pnvatelv owned until it was national 
ized under the postwar Labour Party govcmnient. Its poliaes as a govern 
ment agenev are little different from those it followed as a pnvatelv owned 
insCitution 

Commeraal banks mav become memben of the Federal Reserve 
Svstem (and called member banks) W owmng stock m the Federal Reserve 
bank m their distnet by owning an account issued by that Federal Re 
verv e bank (a reserve account ), and by agreeing to abide by certain rules. 


The other nioe Federal Re*erTe banks lo order of their current sue are 
the Federal Reserve banks of aeveland. R«imond (ta) Philadelphia, Boston. 
Atlanta, Kansas Cicr St. Louis Dallas, and Muinet{>oIis. All but the Federal Re 
serve banks of Boston and Philadelphia have branches in other kev ciues the total 
Domber of branches is twentv four 
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Commeraal banks as pmate corporations, must have chartfrs i««ued 
bv state governments or bv th- federal gosetmnent Tho<e who^ charters 
are issued bv the federal govemmert are called national banks and mus' 
become members of the Federal Reverse Svs'em Thev are easilv spotted bv 
the rrord nsoonal in ihnr corpora^ names tor crample The Fir^t Na 
Qonal Citv Bank ot New 'kork Those with charters issued bv <ta'e govern 
ments are called state banks, and are not subiect to federal banking law but 
tnav if thev wish become members of the Federal Reserve ^vstem Stat“ 
bants do not have the word national in their odes tor erampie The 
Chase Manhattan Bank Almost all commercial banks ot sigmhcant stre 
are members of the Federal Reserve bvstem and own reserve aLCOunts 

Resirrze iccounls 

Reserve accounts serve the same purpose for corameraal banks that 
checking accounts at commeraal banks serve for business firms and indi 
viduaL They are the assets that are most comtnonlv fanjferred wh*n com 
tneraal banks make pavments to one another and thev are the accounts 
that are “cashed” when the banks need currencv In th* last chapter it was 
noted that when checking accounts arc transferred from one bank to another 
(when Tou wnte a check and the reaptent deposits that check in his ac 
count at another bank) assets must also move from bank to bank. R*«ene 
accounts plav an important tote m this transfer of assets as will be seen 
later 

Balance sheet {1) shown earher for All Mon-v Issuing Banks” 
may now be redrawn to show «eparatelv the records of Federal Ryverre 
banks and commeraal banks Balance sheet (2) shows that only the Federal 
Re*«rve banks issue currencv and that ortlv the commeraal banks issue 
checking accounts, and that commeraal banks have accounts at the Federal 
Reserve banks Note that the reserve accounts <jwr«i bv commeraal banks 
are aistts of commeraal banks and Uabilittes of Federal Re«erv e banks. 

If someone has a chednng account and wants currency he cashes” 
his checkmg account at a commeraal bank. Individuals and businesses do 
not deal with Federal Reserve banks, thev must deal with commeraal 

MAJOR jccouyrs of all uoAfr issii\g banks 

(<7i bdlnns of doUars) 

_ ALL FEDERAL RESERl E BA\KS _ 

Hold latte 

Promises 524 Currency 52j 

Gold certifimtes 21 Reserve accounu owned 

“rjllbr commercial banks 20 

I IS « 
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JLL COMMERCHL BANKS 


Hold 


Issue 


Promises 

Isol 

Checking accounts 


Resene accounts 

20 

owned by depositors 

$100 


$100 


$100 


barks The comrncraal bank, irhosc holdings of currency are thereby re 
duced can get more currenCT by cashing its account at the Federal Re 
sene bank The Federal Resene bank issues nen currencj records an in 
crease in currency issued and records a reduction in resen e accounts.’ 

Of course a commeraal bank does not haae to go to a Federal Re 
sene bank eaeiy time one of its Customers wants currency 'WTiile some cus 
tomers are cashing the r checking accounts others are depos ting currency 
in e.\change for increases in their checking accounts Because currency de 
posits and currency mthdiawaU do not usually match pitcj»ely in any 
week commeraal banks alwats hold extra currency among their assets 

E\en when one commeraal bank needs more currency it is not 
usually necessary for the Federal Resene banks to issue new currency 
Because of large deposits of currency some banks wall accumulate more 
currenct than they wash to hold as assets and th $ excess currency tvill or 
dinar ly be traded to another bank for part of a re«ene account or the 
excess currenct may simply be deposited wnth a Federal Resene bank 
thereby increasing the commeraal bank s resene account 

As far as the people and business are concerned they may hate cur 
rency any tme they want it if they hate a checking account to exchange 
for It Commeraal banks must give currency in exchange for checking ac 
counts on demand To the commeraal banks currency is always atailable 
from the Federal Reserte if the commeraal banks exchange reserve ac 
counts for it To the conuncroal banks and to the Federal Resene banks 
currency and reserve accounts arc interdvangcable In order to know then 
where currency comes from you have to know where resene accounts 
come from Commeraal banks as a whole do not get resene accounts by 
giving up currency for accounts instead they get currency by givang up 
reserve accounts The sources of resene accounts are discussed later m 
this chapter 

n INTERBANK TRANSFERS OF ASSETS 

Suppose you live in and own a business firm located in M dville You 
do business w th the M dville Tnist Company a commerc al bank which 
IS a member of the Federal Reserve System The important accounts of 
the bank you do business with arc 
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MIDI ILLE TRtST COMPA\y 

Holds Issues 

Promises $40 000 Cheeking accounu 

Reserse account 10000 owned I s customers SaOOWJ (3) 


Your busine«s firm deades to bus some product to hold as imen 
ton pending sale from a firm in Center Cits You borrosr >3000 from the 
Midsilie Trust Compans wh sc records nosr shosv 

MIDI ILLE TRLST COMpA\Y 

Holds Issues 

^our promise $ sOOO \ »urchecking 

Other promises 40000 account $ a 000 

Resene account 10000 Oiher checking 

accounts aO 000 (4; 


The firm from which vou ssant to bur insentorj the Center City 
Suppls Companv does its banking bus ness ssiih the Center City National 
Bank sshose records are as foUosrs 


CENTER CITt \ATIO\AL BA\K 
Holds Issues 

Promises $80 000 Qiecking accounts 

Resene account 20000 ouned by customers $100 000 (a) 

Nosr you transfer $3000 to the Center Citv Supplr Company in ex 
change /or the product you srant You di th s «inipjj bt srnting a check 
against your account. The Center Citr Supply Compans soil take rour 
check to the Center Cits Naional Bank and deposit it That banks h 
abilities increase because one of its cusioroers checking accounts has in 
creased The Center Citv Nat onal Bank will in turn deposit the check 
in Its account—its reserse account at the Federal Reserse bank Its assets 
increase bs $3000 Its records snll nosr show 


CENTER CITY \ATIO\AL BA\K 


$80000|Che(king account 
2a 000 oswned by 

Supply Company 
Checking accounts 
owned by 
other customers 


(6) 


Prom ses 
Reserse account 
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The check that the Center Otv National Bank sends to the Federal 
Reserve will be just one of probably dozens or hundreds of checks on other 
banks received that dav bv Center CiQ National and sent by them to the 
Federal Reserve bank The Federal Reserve bank will add the amount of 
all these checks to Center Citv Natonals reserve account and sort the 
checks according to hank The Federal Reserve bank vvnll then reduce the 
reserve accounts of the banks against which the checks were draw n ® 

So the Federal Reserve bank will reduce the reserve account owned b) 
the Midville Trust Companv br $3000 and send your check on to that 
bank kkTien the bank receives the check from the Federal Reserve it vvnll 
record a reduction m its reserve account and a reduction in jour checking 
account. Its records vvnll now show 


MIDI IILE TRUST COMPJS’‘i 

Holds Issues 


Your protnise 
Other promues 
Resene account 


S» OOO.Checkm? accounts 
40000 ov»ned b) customers SoOOOO 
oOOO 


(7) 


T accounts (6) and (7) show that the Midville Trust Companv 
still holds your promise even though you no longer hold the $3000 check 
ing account at that bank. The intermed ation process is complete someone 
holds your promise indirectU br holding a checking account at c bank 
other than the one that holds your promise The two T accounts also show 
that when the checking account you acquired bv borrowing was transferred 
from rou to someone else a liabilitv was shifted from one bank to another 
and an asset—the reserve account—went nght along with the liabilm 

These transactions could be handled slightly differentlv—using an 
account at a commercial bank (a ' correspondent bank ) instead of the 
Federal Res-rve or using the cicanng house if both banks are in the same 
city If the two banks arc in difierent Federal Rewrve districts more than 
one Federal Reserv e bank will be involved But in any case the process by 
which the check is returned by the bank receiving it to the bank at which 
the check venter has his account will at the same time also bnng an auto¬ 
matic transfer of assets from the second bank to the first. The bank re 
ceivmg the check sends it to the bank against wh ch it is drawn and is in 
eSect, paid for it by getting some kind of asset usually a reserve account. 

This IS not, however tic end of lie story for the Midville Trust 


Federal Reserve bant. 


banks will at tbe same time be sending to the Federal 
received drawn against accounts at Center City National 

serve acconnts will locvease only if these checks add up 

less than the valne of checks sect by Center City to the 
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Company and the Center City Nanooal Bank or for any bank In the ex 
ample $5000 tvorth of reserve accounts is transferred to the Center Citv 
National from the Midville Trust Company But for several reasons (the 
most important of which will be discussed in the next chapter) the Mid 
ville Trust Company probablv will not want its reserve account reduced 
to such a small amount And the Center City National Bank probably will 
not want such a large reserve account preferring instead to have a larger 
part of Its assets earning revenue for the bank there being no interest paid 
on reserve accounts 

Thus the assets move automatically from bank to bank when check 
mg accounts arc transferred but bankers ma} face the job of adjusting the 
composition of their assets For th s reason as already noted banks hold 
among their assets such liquid financial instruments as short term govern 
ment promises and commercial paper 

In the present example the Midvillc Trust Company mav deade 
to sell a government promise in order to increase the amount of its reserve 
account The Center City National Bank may buy a government promise 
teduang the amount of its reserve account 

III THE CREATION OF RESERVE ACCOUNTS 

You have seen that when commercial banks need more currency 
they simply exchange their reserve accounts for it To the Federal Reserve 
banks currency and reserve accounts are virtually interchangeable You 
have also seen that the commeraal banks use reserve accounts as a means 
of transferring assets from bank to bank Reserve accounts are also used 
as an instrument of Federal Reserve execution of monetary policy as you 
Will see in the next chapter 

MTiere resen e accounts come from then is an important matter 
The process of traang the sources of reserve accounts will also account for 
that small fraction of the money supply issued by the U S Treasury 

There are essentially four wavs in which resen c accounts come into 
existence In some cases the issuance of new money is a by product of the 
issuance of new resene accounts in other cases it is not In a!l cases one 
single principle applies 

Federal Resene banks arc very much like commercial banks Com 
.nWCTo'i' ikmAs- wAen rftcy acqninr ifnanua/ msfrumemv irs' rrew assefs rsstre 
checking accounts to pay for them When all commeraal banks together 
have incrca es in their assets the amount ot checking accounts increases 
Similarly v.htn the Federal Rrserte bants acquire assets the reserve ac 
counts ouned by commercial bants snereast The creation of resene ac 
counts at Federal Resene banks is essentially identical with the creation 
of checking accounts at commercial banks A grasp of this single pnnapic 
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Will great!) simplify understanding of the reserve account creating process 
Another general pnnaple may be noted In the last chapter it ivas 
pointed out that iihen all money issuing banks acquire additional assets, 
the total amount of money m existence increases This means that if a 
Federal Reserve bank acquires an asset from someone other than another 
bank new money will be created, along «ith new reserve accounts But if 
a Federal Reserve bank acquires an asset from a bank, a reserve account 
will be created but no new money will be issued, because all money issuing 
banks will not have increased their assets 

Reserve Account Creation A Open-market Operations 

Commercial banks acquire promises because they want to earn 
revenue The issuance of new money by them when they acquire assets is 
more or less a by product of the commeraal banks’ businesslike seeking of 
revenue The commercial banks do not issue new checking accounts be 
cause they believe businesses and the people need to have more money 

By contrast the Federal Reserve banks acquire promises not because 
they want to earn revenue but because they want to bnng about an increase 
in the reserve accourtes owned by commeraal banks ^Vhen they want a 
reduction m the reserve accounts owned by commercial banks, they will dis¬ 
pose of assets It is up to the Federal Reserve banks to deade the total 
value of reserve accounts owned by commercial banks 

The most important way the Federal Reserve banks control the 
amount of reserve accounts owned by commercial banks is through the 
purchase and sale of U S government promises, which are by far the major 
assets held by Federal Reserve banks 

The Federal Reserve does not acquire U S government promises 
by making loans to the federal government TTic promises it acquires are 
not ‘‘new’ ones, but those already owned by someone else, and they are 
purchased through bond dealers Federal Reserve purchases (and sales) of 
government promises are called open market operations, because the 
securities are purchased in the "open market,” rather than directly from the 
federal government 

^Vhen a Federal Reserve bank acquires a $1000 government promise 
through open market purchases, the sellers arc given a $1000 check drawn 
on the Federal Reserve bank In getting this check, the sellers are in effect 
given temporary accounts at the Federal Reserve bank, they own a $1000 
reserve account The reserve account is nea/. it was created when the 
Federal Reserve bank acquired the govemroent promise 

The Federal Reserve bank records the following changes in its 
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FEDERAL RESERVE BANK 


Holds Issues 


Government 


Resent account 

promise 

-(-$1000 

owned by 

seller of government 
promise -I-JIOOO 


When the seller of the promise holds such a check and in effect 
OMTis 3 reserve account he cannot techn cally be said to be holding money 
Reserve accounts are not cons dered to be money because business firms 
and individuals do not use them for making payments But the seller of the 
promise can take the check to a commcraal bank and deposit it He can 
exchange a reserve account for a checking account 

In that case the seller of the promise will have $1000 more money 
than before and no one else will have any less money The monej he re 
ceives IS new monej a checking account issued by the commercial bank 
when It acquired a new asset—a $1000 reserve account Records of the 
Federal Reserve bank and the coromeraal bank will be changed to show 


FEDERAL RESERVE BAhK 


Holds 


Issues 

Government promise 
(no change from 

T account 8) 

$1000 Reserve account 
now owned 

by commercial bank $1000 

COMMERCIAL BA\K 

Holds 


Issues 

Reserve account -f 

$1000 

Checking account 
owned by 

seller of government 
promise -|-$1000 


Three things may be noted (I) A Federal Reserve bank acquired 
an asset so reserve accounts held by commeraal banks increased (2) A 
commeraal bank acquired a new asset not previously held b) any com 
mercial bank—a reserve account so checking accounts increased And (3) 
putting these two together all money issuing banks together acquired an 
asset from outside the banking system so the money supply increased A 
Federal Reserve bank acquired an asset but the increase in the money sup¬ 
ply took the form of an increase ui account at commeraal banks 
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Open market Sales 

If the Federal Reserve wants the reserve accounts owned by com 
merciai banks to decline Federal Reserve banks will sell government prom 
ises on the open market 

The buyer of the promise will give the Federal Reserve a check 
drawn on an account at a commcraal bank tn the same way almost all 
pajments are made The Federal Reserve bank will deduct the amount of 
the check from the reserve account of the commercial bank at which the 
buyer has his account and then send the check on to that commercial bank 
The commercial bank will deduct the amount of the check from the 
promise buyer s account 

As a result of these transactions, the Federal Reserve bank will have 
$1000 less m assets having disposed of a government prom se the com 
mercial bank will have $1000 less in its reserve account and the buyer 
of the promise Mill have $1000 less in his checking account Both total re 
serve accounts and total checking accounts will have declined by $1000 

// a Commercial Bank Sells or Bu^s 

When the Federal Reserve buys and sells government promises it 
does so as noted in the open market Federal Reserve bank officials 
have no idea tvhom they arc buying from or selling to^ If the Federal 
Reserve buys a government promise the seller mi} be a life insurance com 
pany a union a little old lady or a commercial bank If the seller is a 
commercial bank the effect of the transact on is somewhat different 

Suppose a $1000 government promise bought by the Federal Re 
serve is sold by a commcraal bank As before the Federal Reserve pays for 
the promise by giving a check to the seller, this time a bank meaning that 
the bank will have an increase in its reserve account For the Federal Re 
serve bank the following changes will be recorded 

_ FEDERAL RESERVE BANK _ 

Hold* Issues 

Government [Reserve account 

promise -{-$IOOo|owned by 

jamimeraal bank -{-$1000 (10) 

And for the commercial bank the following changes will be recorded 

* Ttchnically the Federal Reserve buys from and sells to bond dealers exclu 
lively and in that sense knows vrith whom diey are dealing What they do not 
know IS who might at the same tune be selling to or buying from a bond dealer 
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COMMERCIAL BANK 


Holdi 


Issues 

Government 

promise 

Reserve account 

—SlOOftj 
+ $1000 

(No change at all) 


An increase in reserve accounts has occurred but there has been no 
increase in the money supply A Federal Reserve bank acquired a new 
asset so total reserve accounts increased The commercial bank did not 
acquire additional assets, however, as T account (13) shoiis the com 
mercial bank simply changed the composition of its assets giving up a gov 
ernnment promise and acquiring a reserve account No new money was 
issued, because all money issuing banks together did not acquire an asset 
from outside the banking system 

Similarly, you may show to your own satisfaction that when a 
Federal Reserve bank sells a promise to a commercial bank, total reserve 
accounts decline, but the same transaction does not result in a reduction 
tn the money supply 

Reserve Account Creation B Borrowing from 
the Federal Reserve 

Open market purchases of government promises are the most im> 
poitant way in which reserve accounts come into existence But there arc 
three other ways in which the reserve accounts owned by commercial banks 
can increase, ail of them involve the acquisition of an asset by the Federal 
Reserve 

When the Federal Reserve buys government promises on the open 
market the promises it acquires are “secondhand” It is not engaged in 
lending But under some circumstances, the Federal Reserve may acquire 
brand new promises; it may make a loan The borrower is a commercial 

When you borrow from a commercial bank you do so because you 
want money, and you get money—an increase in your checking account 
When a commercial bank borrows from a Federal Reserve bank, it does 
so because it wants an increase in its reserve account Ordinarily, it will 
want the increase only tcmporanljr, and it borroivs lioni the Federal Re¬ 
serve because it finds it cannot quickly get the increase in its reserve account 
any other way AVhen you borrow from a commercial bank, the checking 
account money you get is new money ^Vhen a commercial bank borrows 
from a Federal Reserve bank, the resersc account it gets is also new There 
IS virtually no difference, except in the kind of account involved, beuveen 
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a business's or individual's borrowing from a cominercial banfe and a com 
mercial bank's borrowing from a Federal Rcserie bank 

When a commercial bank gets a $1000 ‘advance ' from a Federal 
Reserve bank the records of the commercial bank and of the Federal 
Reserve bank show the following changes 


FEDERAL RESERI E DANK COMMERCIAL BA^h 


Holds 

Issues 

Holds 

/lilies 

Promise of cor 

n 1 Reserve account 

Reserve account 

Promise to pay 

mercial bank 

owned by com 

+ $1000 

Federal Reserve 

+ {lOOOiniercfal bank 


bank +$1000 


1 +$1000 


(12) 


Instead of issuing a checking account when it acquired a new asset, 
the commercial hank issued a promise to the Federal Reserve There is 
no new money created in these transactions 

A Federal Reserve hank did acquire a new asset, so total reserve 
accounts increased But all money issuing banks together did not acquire 
an asset from outside the banking system, all the transactions were within 
the banking system Hence there is no new money created by these irans 
actions 


Federal Reserve Notes 

It IS now a simple matter to digress briefly and explain additions 
to the supply of currency issued by the Federal Reserve banks \Vhen all the 
commeraal banks together find that their customers—individuals and 
business firms—are withdrawing more currency than they are depositing, 
the commercial banks can acquire more currency by surrendering their 
reserve accounts for it 

When the Federal Reserve banks issue new currency, called Federal 
Reserve notes, total reserve accounts owned by commercial banks decline 
But there is no change in the total assets and total liabilities of Federal 
Reserve banks One type of liabili^ is replaced by another 

The initiative in increasing the supply of currency is actually in the 
hands of the people and of business firms To signify that they need more 
currency for the simple hand to hand transactions for which this type of 
money is usually used, they simply go to their commercial banks and sur 
render checking accounts for curreni^ The commercial banks are thus 
forced to surrender their reserve accounts to the Federal Reserve banks 
to acquire currency to restore their depleted supplies 

One more note Although public demands for more currency will 
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have the effect of reducing total reserve accounts officials of the Federal 
Reserve maj if they want to increase the reserve accounts owned by com 
mercial banks back to their prior level, simply by buying some government 
promises The amount of reserve accounts owned by commercial banks is 
never determined by accident, it is determined bj design 

Reserve Account Creation C The Role of Gold 

The participation of the federal government m the process of money 
creation involves an exception to the otherwise general principle that the 
money supply is accounted for by the holdings of promises by money issuing 
banks Instead of rnonetiaing ’ a promise the banking system may mone 
tize’ gold or silver Gold is discussed first 

The federal government buys gold at a fixed price of $35 per ounce, 
an amount set by law It is illegal for anyone m die United States to bold 
gold except for commeraal purposes, or as collectors’ items or personal 
jewelry Any American acquinng gold must sell it to the government 

Suppose that you dig up a solid gold nugget weighing 100 ounces 
You take it to the Treasury Department The Treasury Department stores 
the gold m vaults, some people say ‘ you dig up gold just so the government 
can put it back in the ground,” that is, m the famous underground vaults of 
Fort Knox Gold ttrtificaUs are printed by the Treasury, these certificates 
were at one time used as currency, but today have a specialized use When 
the Treasury acquires gold, it issues a gold certificate to a Federal Resene 
bank in exchange for a reserve account In effect, it “deposits ’ the gold 
certificate in its reserve account The Treasury then gives you the reserve 
account—a $3500 check drawn on its reserve account, m payment for the 
100 ounces of gold 

The rest of the transacnons are just the same as when the Federal 
Reserve bank buys a promise on the open market You take the check (the 
new reserve account you own) to a commeraal bank, and “deposit” it, 
getting a new checking account The commeraal bank in acquiring a new 
asset—a reserve account—will issue you a new checking account The 
following changes will take place in the records of money issuing banks 

FEDERAL RESERVE BANKS CO^MMERCrAL BANKS 

Hold Issue Hold Issue 

Gold certificates Reserve account Rwerve accountlChecking account 
+ 53500 owned by com + S3500 owned by you 

meraal bank -p 5350O 

+ $3500 j ^13) 
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notes The already small role plajed br the federal go\ernment in money 
creation will decline further then and m the future all mone) except com 
will be an account at a bank—a Federal Reserve bank or commercial bank 

Coins, the Mint, and the Bureau of Engraving and Printing 

Some may wonder what the role of the L S Mint is in all these 
transactions since mints are ordinanl) associated with the making of 
money The Mint a Bureau of the Treasury Department is responsible 
for the manufacture of coins just as the Bureau of Engra\ mg and Printing 
IS responsible for the manufacture of paper currency for the Federal Re 
serve and the Treasury But the process of manufacturing coins and cur 
renc} must not be confused with the issue of money It takes a financial 
transaction for money to come into existence and the coins and currency 
manufactured by the two Treasury Bureaus arc not counted as part of the 
money supply until they come into the possession of some nonbank holder 

The transactions inyolved in the creation of com money arc the 
same as those described above for gold and silver wnth the metal purchased 
being copper steel alloys nickel and silver The only difference is that the 
monetary value of the coins is greater than the cost of the metal plus the 
cost of manufacturing the coins (a dime for instance does not contain ten 
cents worth of stiver) Thus there is a profit for the Treasury from com 
transactions which becomes part of the revenue of the government similar 
to tax rev enue 


The Creation of Money A Summary 

In the United States the supply of money increases whenever the 
money issuing banks acquire a new asset from outside the banking system 
and pay for the asset by issuing a new account In practice this means the 
total money supply is equal to and accounted for by 

1 Treasury currency—*ihcr certificates and coins—issued by the 
federal goyernmenl, 

2 Gold held by the U S Treasury and 

3 Promises issued by business firms government units and mdi 
\iduals and owned as assets by die Federal Resene banks and by the 
commercial banks 

Do not be deceived by the foregoing into believing that metals play 
anything like a major role in the money system A glance at the record of 
the past few years will tell you as a matter of fact that the money supply 
has increased during penods in which the amount of gold owned by the 
Treasury has been declining 

In counting the money supply you only count money owned by indi 
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viduals and br business firms other than banks If jtju tale currency to a 
commeraal bank and get a chedang account in exchange, onlr the cheebng 
account is count'd as part of the money sapplr. the currency surrendered « 
not. Similarlv ^her certificates held bv the Federal Resen c are not counted 
as part ot the morev supple, onlr aher certificates held bv business and 
bv the people are 

TTe federal goverrjnent fretpenttp owns accounts at commeraal 
barks These accounts arc rot counted as part of the money supply, because 
thev are rot us^d for making pavments to anyone They arc used for collec 
ronoftives and for colleetirg the proceeds of U S savings bonds sales, the 
balances arc penodicallv transferred to the US gosemment’s account at 
the Federal Reserve 

Thus voj has e «eeii where morev coires from in the United States 
economv In the next chapter vou will «« how the Federal Rescnc de 
t'nr res h'u nufk norev mav be created One warning is in order before 
the r»xt chapter is begun The transactions described in Chapter 9 and in 
this chapter account for how rooner corses into cxtJtence, and how it is 
datroved ''othing in Chapter 11 changa anv of the pnnoplo described 
alreadv Do not confuse th' transactions that tc-tfrol the creation of monev 
with tho»e that actuallv result in the creation oi money itself 
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CONTROL OF THE MONEY SUPPLY 


In the United States and most nations of the world, money is a type of 
account at a financial intermediary But it was not always so Through the 
greater part of man’s civilized life on earth monej—what was ordinarily 
given in exchange for products and services—was a tangible “thing ’’ a 
physical commodity It often consisted (and in more primitive economies 
today, consists) of things with consumption uses such as grains, cattle, 
and shells 

Many people still cannot free themselves of the notion that money 
IS, or should be, a commodity, or should be ‘ backed ’ by a commodity This 
idea has its roots in the story of the evolution of money 

/ THE EVOLUTION OF MONEY 

Money has evolved through four major steps 

1 Originally, some kind of commodity was used as money While 
cattle and other livestock were sometimes used, the best commodities for 
money purposes were found to be those that were not perishable, were 
easily portable, and were divisible into small units For these reasons, 
precious metals were chosen In tunes of weak social organization, com¬ 
modity money had the advantage of general acceptability, because it had 
nonmoney uses 

With the use of commodity money, however, the amaunt of money 
aiailable for trading purposes was not closely linked with the economic 
need for money With gold used as money, for instance, the amount of 
money in an economy would depend on how much gold happened to be 
available Historians generally agree that medieval Europe’s economic 
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potential MIS retarded by a shortage of monej, until Spanish explorers dis¬ 
covered New World gold 

2 Banking developed from carl) European goldsmith operations 
Goldsmiths were among the few who, because of the nature of their work, 
owned strongboxes to protect valuables People who did not feel safe with 
large sums of gold money about their homes or persons came to leave their 
gold with goldsmiths for safekeeping for a fee At this stage in history, 
banks—that is goldsmiths’ places of business—really were places to “de 
posit’ and withdraw” money The phrase, ‘put money in the bank,” was 
accurate then Todai if you “put money in the bank” (add to your checking 
account), you still have the money (a checking account) But early ‘ de 
positors” would only have a receipt 

In time how ev er, the goldsmiths’ receipts for gold began to be used 
to pay for products and services, that is, the receipts ihemsehes became 
money The earh bankers would promise, on the receipt, to “pay on de 
mand ten pounds of gold”—either to John Jones the depositor, who could 
then endone his receipt over to someone else, or, eventually, to ‘ the 
bearer" For the first time money was an account The receipts were used, 
like modern checks or currency, to transfer the ownership of the account 

In this case the account was fully ‘backed’by gold,that is, anyone 
holding the account could get gold for it anytime he wanted Such a pnmi 
tive bank (if dollars had been the monetary unit) could have shown records 
something like this 


GOLDSMITH BJNK 

Hohii tssves 

Gold SlOOOOlReceipis used as 

Icurrency 510 000 (1) 

As before, the amount of money was limited to the amount of 
precious metals available The use of currency did not increase the amount 
of money m use 

3 Then an interesting development took place Goldsmiths found 
they could issue more currency than they held gold If someone wanted 
to borrow, and would pay interest, the new bankers would issue currency 
to them The pieces of currmey, which came to be called banknotes still 
had printed on them words to the effect diat the bank would give gold to 
the bearer on demand—something the bankers could not actually do if 
everyone holding the notes were to demand gold But the bankers knew 
from experience that only a fraction of banknote holders would demand gold 
in any given day or week 
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Suppose the bankers lelt that th^ would be safe enough if the 
amount of gold held were etjual to one third of the banknotes issued Such 
a bank might show records like this 

EIRLi BAXK 

Holds Issues 

Promises S20 000. Banknotes $30 000 

Gold $10000| (2) 

The current} was still backed b\ gold in the sense that for 
practical purposes amone who wanted gold in exchange for currenct 
could get It Moreoier, the amount of money was still tied to the amount 
of gold aiailable If all monetarr gold were in banks the amount of monej 
would be three times the amount of gold But die actual amount of monej 
Mould alwajs be less than this theoretical maYimum because not all gold 
would be held b} banks 

In practice this sjstem had tiro other drawbacks First, some 
bankers, such as ran ttianj western and southern banks in pre-Ci\il IVar 
Amcnca, were not as cautious as they should haie been, issuing too much 
currency and accepting promises that often turned out to be valueless 
These banks often failed—no» because they did not have gold but because 
the) had bad nontransferable promises Second, because of the weaknesses 
of individual banks, periods of recession or depression would frequentlv be 
a signal for banknote holders to start a “run” on the banks, demanding 
gold The fact that they could not all be satisfied often led to “financial 
panic”—a tvpe of economic ensis to be discussed more full? in Chapter 17 
With this early type of bank, suppose there were an agency that 
could require that the banks hold at least enough gold to equal one third 
(or some other fraction) of the monev thev issue, and suppose that this 
agency also controlled all the gold and could supply the banks with gold 
or take it away at will Such an agency could control the total amount of 
money in the economy Such a practice comes very close to what is done in 
the United States todav, except that the controlling bank asset has become 
the reserve account, instead of gold 

4 Final]), modern banking which has already been described in 
the last two chapters, evolved Checking accounts have come to take the 
•jfiact tA \rJI^KT^utw at comroeraiA kianVs, and only Teiera) Reserve 'banks 
today issue banknotes (Federal Reserve notes) You cannot demand gold 
in exchange for jour checking account, but jou can demand currency , and 
the commeraal banks can surrender thar reserve accounts for currency. 

The most important difference between the modern money S)stem 
and the earlier forms, for purposes of this chapter, is that the total amount 
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of mone\ has ceased to he deteimmed by the amount of precious metals—or 
an\ other commodin—available There is no link between the amount of 
gold and the amount of money * 

^Vhat then does determine the size of the money supply if it is no 
longer either directlj or indirectly the amount of gold, siher, or any other 
commodity ^ It is determined by r^ulation by the Federal Reserve Through 
the operations of the Federal Reserve a limit is set on the amount of money 
—a limit determined by human judgment, rather than by acadent or by 
tradition Economists say we have a “managed money system” 


The Significance of the Size of the Money Supply 

The nature of money and its uses implies that money must be rela- 
tuelj scarce as must anjthing that has economic value This means that 
there cannot be an endless supply of money, easily and immediately available 
to all 

On the other hand there ts probably a certain mtntenum amount 
of money required to permit economic activity Money is something you can 
hold after you have performed services but before you have taken product, 
and something that u acceptable to you m exchange for your services be 
cause you can use it to buy product If there is too little money, it would be 
difficult for an interdepenent, cxchange-onented economy to function ef* 
fectiv elv 

But the establishment of such broad upper and lower limits to the 
correct size of the money supply does not help much in determining what 
exact amount of money an economy should have Even if it is conceded that 
monev should be scarce, but not too scarce, what difference does it make 
whether the L) S money supply today is about $140 billion (as it is), or 
about $120 billion or $160 billion^ No answer can be given to this question 
at this point Whether the size ol the money supply, within wide limits, has 
much economic significance is today a controversial question Later chapters 
will examine the controversy 

The Federal Reserve Sysrem, which acts as money manager for the 

t According to law, the Federal Reserve banks must bold gold certificates 
having a value equal to at leas! 2S percent of the sum of Federal Reserve notes 
and reserve accounts issued This Isnk between gold and the money supply is more 
apparent than real, and is probably retained for Uie psychological satisfaction of 
those who jtill insist money most be ‘backed’ by something The current gold 
cemlicate holdings of the Fedual Reserve ate well in excess of rJiA, tenjuxiimAijr. 
Ir the Federal Reserve holdings shonld ever decline close to the required ratio, so 
that the amount of gold should actually begin to limit the sire of the money supply, 

Congress would probably either reduce the required percentage—e g to 15 percent 

—or abolish It altogether The last time the Federal Reserve got close to the re 
quired amount—during World War 11—the percentage was reduced from 40 per 

cent to the present 25 percent, in practice, then, gold has no effect on the sue of 

the American money supply 
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U S economj operates with the working assumption that the amount of 
monev dots make a difference At this stage sou will examine how the 
Federal Resenc controls the amount of mones but you are asked to 
withhold judgment on the economic omsequenccs of these controls Later in 
this chapter lou will also see how the Federal Reserie controls other 
finannal relationships in the American econom) through direct finanaal 
controls 

11 THE MO V£ Y MHE ^GERS 

As a rule a nation s money managers are its central bank The 
functions of a central bank will differ somewhat from nat on to nation It 
will ordinanh control the sac of the nations monei suppU It usually 
acts as the gosernments banker as well In some countnes it controls the 
uses of foragn exchange that is foreign money held within the nation s 
borden In the LSSR the central bank has quite a different function act 
ing as a control on execution of the nation $ economic plan 

In non Communist countnes it seems to make little difference 
whether the central bank is pnvately or publicly owned In the United 
States for instance Federal Resenc banks are technically private nonthe 
less they have been given power to control the quantm of assets that may be 
owned bv commercial banks* In turn the Federal Reserve banks are ex 
pected to base their polices not on the profits that may be earned by 
particular policies but on the promotion of economic stability and economic 
groveth 

The Board of Governors is the chief administrative group for the 
Federal Resene System The seven members of the Board whose officers 
arc in Wash ngton D C are appointed by the President of the United 
States so this private organization is dominated by gov emment But the 
members of the board are appointed to terms of fourteen years and cannot 
sene two terms so the governors arc relatively free of current political 
pressures The hiMory of appointments snee the Federal Reserve was 
founded ju't before \\ orld War 1 suggests that the appointments are 
never made as political rewards 

The ch ef ofFaal of and major spokesman for the Federal Resenc 
System 15 the Chairman of the Board of Governors Another important 

*The Federal Reserve Sysleni demonstrales that the line between publ cf 
and "private is not alwajs clear And tbe Federal Reserve is not unique in this 
respect. The med cat and bar assoaalioni wheh are private bare been delegated 
some control over I cens ng in their profeisons. The Farm Bureau Federation, 
another private aisoc ation, is so entwined with governmeDt that it is d Scult in 
manr cases to separate the two the Farm Bureau even receives tax money in some 
areas. Such relatively newer organuataons as the technically private RAND 
Corporat on conunoe the blurring of the lines between public aud private 
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administrative group, the Federal Open Market Committee, is composed of 
the presidents of five of the twelve Federal Reserve banks (one of whom is 
ahvajs the president of the Federal Reserve Bank of New' York, the most 
important of the nselve), plus the seven members of the Board of Governors 
(who hence constitute a majority of the Open Market Committee ) 

The fact that there arc twcKc Federal Reserve banks, instead of 
one with branches, and the fact that authority and responsibilit} are diffused 
throughout the banks and among major committees rather than centralized 
m a few hands must be attributed to compromises made when the Federal 
Reserve Ststem was established The distrust of centralized authority, al- 
wajs strong in the United States, was stronger in 1913 than it is today 
The number of banks represents a compromise between those who favored 
a single central bank and those who wanted a central bank for each state 
Even the blurring of public and private in the Federal Reserve represents 
a compromise between those who wanted a central bank as an arm of 
the government and those who simply wanted to charter a large, private 
bank and give it a monopoly on certain types of business (as was the case, 
in the nineteenth centurt with the First and Second Banks of the United 
States) 

The general terms “Federal Reserve” and "Federal Reserve of 
ficials are used in this chapter to give recognition to the fact that respon 
sibility for actions of the Federal Reserve banks is not centered entirely m 
one officer or group of officers 

/// HOrr THE FEDERAL RESERVE 

CONTROLS THE AMOUNT OF MONEY 

Before examining how the Federal Reserve controls the size of the 
money supply, it is m order to repeat a warning sounded at the end of 
Chapter JO This chapter neither cliangcs nor adds to, the explanation 
found in Chapters 9 and 10 of the transactions through which money is 
issued or destroyed 

Chapters 9 and 10 described transactions that bring about a change 
m the money supply , in this chapter, transactions will be described that 
permit an increase in the money wpply, that is, allow money-creating 
transactions to take place For instance, Chapter 10 told you that when 
the Federal Reserve buys government promises from the commercial banks 
the money suply does not increase, because all money issuing banks together 
will not have increased their holdings of promises But m this chapter, you 
vvill see that the same transactions maj elhiv the commercial banks to 
acquire more promises, when th^ were previously restrained from doing 
so, thus this transaction, whidi does not cause any increase in the money 
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supply mav ne\ertheles frequentlv be assoaated with increases tn the 
monev supply 

In general Federal Reverse fffaals control the size of the money 
supph b\ Cfjntrolling the amount of dicdcing accounts commeraal banks 
can issue which means that they control the amount of promises commeraal 
banks mas accept. The important control device is the reserve account 

Bv lavy each commeraal bank cannot have checking account ha 
bilities that crceed a certain multiple of die size of its reserv e accounL* The 
multiple mav be five in that case a bank vnth a reserve accfjunt veorth 
S20 million could have no more than SlOO million in checbng account 
liabilities 

The two mam powers of the Federal Reserve are 

1 The Federal Reserve determines the amount of reserve accounts 
owned bv commeraal banks Reserve accounts may be transferred from 
bank to bank, as explained in Chapter 10 but the tr>tal amount of reserve 
accounts owned br all banks is fixed bv the Federal Reserve 

2 The Federal Reserve ofEaals determine the size of the multiple 
of reserve accounts that checking accounts may not exceed 

These and other powers will be examined m more detail 

Legal Retene Requirements and the Multiple 

Reserve accounts have already been discussed in Chapter 10 Ther 
are accounts issued bj Federal Reserre banks and owned bv commeraal 
banks, and commeraal banks use these accounts in much the same way as 
the general public uses checking accounts at commeraal banks The gen 
eral public uuUzes the services of the commeraal banks to transfer the 
ownership of checking accounts while the commeraal banks utilize the 
services of the Federal Reserve banks to transfer the ownership of reserve 

As noted earlier, national banks must become members of the 
Federal Reserve System and own reserve accounts while state banks may if 
they choo>e become members The discussion in this chapter applies only to 
member banks This qualification brings little loss m generality, however, 
since over 83 percent of total checking accounts are at member banks * 

Federal Reserve ofiaals have the responsibility for establishing “re 
serve reojiirements " usually cxgtessol aa a. A. 7fi fitxcs7.*L 

* For control porposes the cnneDCr teM by a commercial bank n coniidered 
part of itj reserre account Aj you bare aceo before from the point of new of the 
Federal Reserre reterre accooo » and curreoey niued are interchangeable And 
from the point of new of the commercial bank, iti reserre aecouitt and the enr 
reocy it ho!d« are interchanaeable. « can alwari eachange one for the other 

♦Moreorer manr of the banka mponaible for the remaimns IS percent of 
the aapply of thechiez acconnta are corcred by »tafe law which brinya their 
acurmea lubnaauallr imo line wub the aenrmea of member banki 
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reserve requirement would mean that each banks reserve account must be 
worth at least 20 percent of the value of the banks checking account 
liabilities Putt ng it another way a 20 percent reserve requirement would 
mean that the checking account liabil ties of a commercial bank could not 
exceed five times the size of its reserve account Bj setting reserve require 
merits the Federal Reserve officiaJs establish the maximum multiple that 
checking accounts may be of the size of the reserve account 

For instance with a 20 percent reserve requirement a bank whose 
customers had $100 000 m their checking accounts would have to own a 
reserve account worth $20 000 Or a bant with $ZQ 000 in reserves could 
issue no more than $100000 in checking accounts without acquiring addi 
tional reserves that is a laiger reserve account 
Consider the following bank 

COMMERCIAL BANK A 
Holds Usud 

Prom ses $80 000 Checking accounts 

Reserve account $20 00o| owned by customers $100 000 (S) 

With a reserve requirement of 20 percent and hence a maximum 
multiple of five th s bank could accept no more promises without violating 
the reserve requirement Any promise acquired by Bank A would increase 
prom ses and checking accounts owned by customers, without changing 
the figure for reserve accounts A bank such as this one is said to be 
loaned up A bank that is loaned up and cannot issue new checking 
accounts cannot increase the supply of money 

Notice that there is no reason why th $ bank cannot permit its 
customers to increase their accounts by presenting checks drawn on other 
banks Assume that customers do present Bank A with $20000 worth of 
checks drawn aga nst accounts at vanous other commercial banks Checking 
accounts at Bank A would then increase to $120 000 Bank A would then 
m turn send these checks to a Federal Reserve bank as descr bed in Chapter 
10 and receive a $20 000 increase in its reserve account Its balance sheet 
would show major accounts in this fashion 

_ CO MMERCtAL BANK A 

Holds Issues 

Promises jgO 000 Checking accounu 

Reserve account 4000o|owned by customers $120000 (4) 

The requirement is that the reserve account be at least one fifth of 
the size of total checking accounts Bank As reserve account is well within 
this 1 mit and m fact is one lh rd the value of its customers checking ac 
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counts The maximum amount of customers checking accounts would be 
five times $40 000 or $200 000 

At this point then Bank A can even accept new promises Its re 
serve account must be one fifth of the total assets against which checking 
accounts are issued as liabilities so Bank A tna) expand its ownership of 
promises until its checking account liabilibes are five times the size of the 
reserve account—$200 000 This means that the bank may acquire $80 000 
worth of promises so that its new balance sheet would look like this 

COMMERCIAL B INK A 
Holds Issues 


Promises $160 000|Checkxng accounts 

Reserve account 40000 owned by customers $200000 (5) 

(Of course, any transfer of checking accounts from Bank A to other banks 
accompanied by the transfer of reserves, will reduce the total amount of 
assets that may be held by Bank A by five tiroes the amount of the reserves 
transferred ) 

B} expanding the ownership of assets Bank A has increased its 
customers’ checking accounts by $80 000 Does this mean that the money 
suppl} has increased ’ The answ er is no As Bank A increased its ow nership 
of promises and increased its checking account liabilities other commeraal 
banks were being forced to reduce promises owned and checking acccounts 
issued by the same amount. 

^\Tien Bank A sent $20 000 worth of checks to a Federal Reserve 
bank to increase its rescnc account the Federal Reserve bank sent these 
checks along to the banks against which they were drawn and reduced these 
other banks' reserv e accounts by a total of $20 000 ^^^len these other banks’ 
reserve accounts declined their actions had to be exactly the reverse of those 
of Bank A They were forced to tell promises (or otherwise reduce the 
amount of promises held for example by refusing to renew a nmetj-day 
loan) until they had disposed of $80 000 worth of promises Their balance 
sheets would show the following changes 

ALL OTHER COMMERCIAL B-HsKS. 

Hold Issue 

Promises _ $80 000 Checking accounts 

Reserve accounts — $20 OOojowned by customers —$100 000 (6) 

Hence, when all banks arc considered together, such transactions 
amoitff bants bong no change in the amount of promises owned, the size of 
reserve accounts, or the size of customers' checking accounts 
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There are two points to be made in connection with this example 
The first is that the effect of legal reserve requirements is to limit the total 
supply of checking accounts, and not to limit the supply of checking ac¬ 
counts at any given bank As a matter of fact, banks compete for deposits, 
because increases lO checking accounts, as shown, allow them to acquire more 
promises the ownership of which provides banks with a major part of their 
income 

The second point is this When a commercial bank finds it has more 
than enough reserves for its current checking account liabilities, as Bank A 
did when its checking accounts were $120000 and its reserve account was 
worth $40 000 (in the parlance of the trade, it has “excess reserves”), it 
expand its ownership of promises, as Bank A did indeed do, but there 
IS no requirement that it do so if it does not feel that it is wise to do so In 
most recessions and depressions the commeraal banks considered together 
ordinarily have excess reserves, indicating that under current arcumstances 
the\ do not want to expand their ownership of promises to the full extent 
permitted or that businessmen and others do not care to borrow Legal 
reserve requirements impose a maximum on the amount of promises the 
commercial banks may acquire and hence on the money supply, they do not 
determine the monev supply unless banks want to acquire more than the 
maximum of promises allowable under current reserve requirements 

Controlling the Amount of Reserves 

Federal Reserve open market purchases and sales of government 
promises have already been discussed in the preceding chapter It remains 
only to explore their significance 

When the Federal Reserve System buys government promises, re 
sene accounts owned by commeraal banks increase IVhen the promises are 
purchased from those other than commercial banks, the money supply in 
creases as a result When the promises arc purchased from commeraal 
banks, the money supply does not increase as a result but instead the 
commeraal banks merely change the composition of their assets giving up 
promises and acquiring additional reserves However, in either ease, re 
serve accounts increase 

As long as the required reserve percentage remains unchanged, an 
increase in reserves permits the banks to acquire more promises. Hence 
when the Federal Reserve banks buy government promises on the open 
market the money supply can increase With a legal reserve requirement 
of 20 percent and a multiple of five, open market purchases of government 
bonds worth $100 000 will permit an expansion of the supply of money of 
five times as much, or $500,000 This holds true whether the bonds are 
purchased from the general public or from the commeraal banks, reserves 
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arc reserves When the bonds are purchased from the general public the 
money supply automatically increases by $100 000 and an increase of 
$400 000 more is permitted When the bonds arc purchased from the 
commercial banks the money supply does not increase at all as a result of 
the transactions but an increase in the money suppU of “sSOO 000 is per 
milled 

Assuming all hanks are loaned up so that they have the maximum 
allowable checking account liabilities with present rrsirves open market 
sales of government promises which will reduce rescnes will not onl} 
permit but will force banks to reduce checking account liabilities and by a 
multiple amount With a legal reserve requirement of 20 percent assuming 
the banks are loaned up open market sales of S'OO 000 worth of govern 
ment promises wall force a $500 000 reduction in the money supplv 

Open market activities arc the major regulatory device of the Fed 
eral Reserve banks and are highly effective in controlling the size of the 
money suppU with two exceptions 

1 The Federal Reserve as noted can only allow and cannot cause 
an increase in the supplv of money If more lending activity by commeroal 
banks vrould be a helpful antidote to a recession the Federal Reserve can 
supply the necessary conditions for more commercial hank lending and an 
increase in the supply of monev but they cannot force the general public to 
borrow or force the commercial banks to acquire promises 

2 \\Tien banks are loaned up the Federal Reserve can easilv limit 
the supply of money through open market activities Rut when banks have 
excess reserves open market sales of government promises will—up to a 
point at least—only reduce the amount of excess reserves and not force 
commercial banks to reduce their holdings of promises or their checking 
account liabilities This limitation is not a very great one however because 
the tunes at which the Federal Reserve is trying to limit the supply of 
money are usually times of high levels of economic activity when banks are 
ordinarily loaned up and have no excess reserves 

Changes tn ihe Multiple 

The foregoing has assumed I^al reserve requirements of 20 percent 
While 20 percent comes eJotr }0 the actial todj/’ /// iiasckasen 

for illustrations because of its simpliatv ) resene requirements are not fixed 
at any pven level but arc themselves subject to change (within limits set 
bv law ) at the discretion of the Board of Governors of the Federal Reserve 
Syvtem 

A change in the legal reserve requirement has roughly the same 
impact on the supply of money as have open market operations It can 
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change the maximum supply of money, but will not determine the money 
supply 

If reserve requirements arc initially 20 percent and are then in 
creased to 25 percent $1 00 of reserves that formerly was sufficient for 
$5 00 of checking account Uabihties would now be suffic ent for only $4 00, 
the money supply would be reduced by 20 percent assuming all banks are 
loaned up Conserseiy a reduction in reserve requirements would allow an 
increase in the supply of money 

WTiiIe changes in reserve requirements must be included among the 
methods by which Federal Reserve offiaals legally may limit the money 
supply the method has never been frequently used and since 1951 has been 
all but abandoned As an emergency measure during World War II and in 
the immediate postwar period reserve requirements were gradually raised 
to record te\eis Because high reserve requirements had the disadvantage of 
forcing banks to maintain an unduly large fraction of their assets m a 
noninterest earning form this policy has since 19^1 been reversed At every 
opportunity Federal Resene officials have acted to reduce reserve require 
ments Consequently while reserve requirements are changed they are 
changed in one direction only so that this method is not used as a flexible 
instrument of monetary policy 

The “Discount Jf^inJoiv" 

As already noted m Chapter 10 commercial banks can acquire more 
reserves by borrowing from the Federal Reserve banks It was pointed out 
that borrowing from the Federal Reserve banks cannot increase the money 
supply since the borrowing bank has as a counterpart to its increased 
reserves a new promise issued instead of nesv checking accounts issued It 
should be clear by now however that transactions such as these which do 
not cause an increase in the supply of money may nevertheless allow an 
increase in the supply of money since they permit other money creating 
transact ons to take place It would at first appear that the possibility of 
borrowing from the Federal Reserve banks would effectively neutralize any 
money supply limitirig activities m which the Federal Reserve might engage 
but this IS not the case largely (1) because the commercial banks do not like 
to borrow from the Federal Reserve and as a matter of Custom borrow 
only limited amounts in atdet to aoyute. oMte ytonusea awd ^2) because, 
tbe Federal Reserve tends to discourage excessive borrowing on the part of 
commercial banks 

The borro^ving pnvil^c instead tends to smooth the difficulties im 
posed on particular banks when the Federal Reserve banks engage in other 
regulatory a«ivities or when customers transfer deposit accounts from one 
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bank to another For instance when the Federal Reserve banks sell govern 
ment promises so as to reduce reserves the Federal Reserve officials have 
no wav of knowing which particular banks will be direclU and immediateh 
affected The reserves mav come quite generalU from all banks or some 
times particular banks will fee espeaallj bird hit When a bank loses a 
large chunk of its reserve account because its depositors bought government 
bonds that were being sold by the Federal Reserve banks or because its 
customers transferred their accounts to other banks it has no practical 
option but to borrow Sometimes it can borrow reserves from other banks 
that have excess reserves, but when the Federal Reserve is selling govern 
ment bonds in order to reduce the supply of monev there will be few banks 
with excess reserves, and borrownng will have to be done at the ‘ discount 
window ” 

The expression “discount window” comes from the fact that when 
the Federal Reserve Sjstem was first established it was expected that 
commercial banks would acquire additional reserves when thej needed them 
by “discounting” a custoTOcr’s promise that the banks had previously ac 
quired Bj this practice a commeraal bank would m effect sell the 
customer's promise to the Federal Reserve bank for less than the face value 
and Hter buy it back at a higher price If the commercial bank had pre< 
Mousl) acquired the promise from its customer at a discount the Federal 
Reserve bank's action would be ‘rediscounting” {In a straight loan, a 
borrower receives a specified sum and promises to repay that sum plus 
interest at a future date In a discount, a borrower agrees to repay only a 
specific sum at a future date but he receives a smaller sum when he 
borrows) 

As a matter of practice, commercial banks rarely discount or re 
discount their customers’ promises Instead they secure an “advance” (a 
straight loan) and use government securities they own as a pledge of re 
payment Nevertheless, it is still Customary to refer to the interest rate 
charged by Federal Reserve banks as the “discount rate” and to the act of 
borrowung from the Federal Reserve banks as ' going to the discount 
window ” 

The power to change the discount rate is generally included among 
the Federal Reserve’s tools of monctar} control Some people believe that 
when the discount rate is raised, borrowing from the Federal Reserve will 
decline, and sowill the money supply. Actually, the discount rate is largely 
symbolic. Commeraal banks ordinarily do not borrow unless they positiv ely 
hav e to because of sizable losses in reserves, and w hen they hai e to borrow*, 
the size of the discount rate is of no significance It seems that the Federal 
Resenc officials use the discount rate largely as a communicative device By 
raising the rate, they arc telling bankers and the business world, “We have 
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deadcd that the money supplr is excessive and future increases in bornrmn^ 
would be bad ” 

The eSectisencss of a sttobolic action is itself always subject to 
dispute. 


"Morat Suasion” 

If changes in the discount rate arc to be regarded as largely syra 
bolic. then cxpliat communications by the Federal Reserve offiaals to the 
banking community so-called moral suasion fail m the same category On 
several occasion* in the pa*t, Federal Reserve oSaals have tned to convince 
bank oScers to restrict or to increase lending accvitr, by wntiog letters to 
major bankers or by making public pronouncements Attempts at moral 
suasion are usually gTeate<t when the Fedc'al Reserve is trying to encourage 
what It cannot force that is, increased lending, or when the Federal Reserv c 
la attempting to linut the money supply, but is handicapped by the etistence 
of excess reserves 

In some European countnes. where central bankers have to deal 
with only a half dozen or a dozen large banks, these methods have some 
ernes been successful But in the United States, where there are 14000 
separate commeraal banks attempts at moral suasion hare been notably 
unsucceessful 

IF THE TEREST RATE 

As has been noted there ts a diiergenoe of opinion on trbetber the 
amount of money m the economy (within broad limit*) has much stgnif- 
cance for the level of economic actintr You will also ««« later that even 
those who do believe that the amount of money is important do not agree 
on uhf It IS importa.nt. But there i> gercial agreement on one point. The 
amourt of money does vnSuence the terms on wh-ch finaraal transactions 
take place. These terms inyolre pnaiarily the interest rates that must be 
paid by those who issue Unanaal instruments. 

It can be shown that tho-c activities of the Federal Reserve that 
tnertase the size of the money supply al<o tend to reduce inte'e«t rate* 

Ore important pnnciple behind thi* eFect of monetary policy is that 
the mariet prices of fnanctal tnstraments and tke rate af stterest mire m 
apposite directions That is, if the price of a financial instrument were to 
nse. Its c€ectiye rate of interest would fall, and vice versa. AiSume that a 
share of preferred stock is issued and sold at a pnee of SlOO and that the 
appropriate interest rate at the tune is 5 percent, so that the issuing corpor 
ation u obliged to pay dividends of <3 00 per rear per share. The $5 00 
» nn iul pannent is fixed, it will neither n*c nor falL The interest amount 
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does not change Rut stock prices nnd interest rates do change Suppose 
market activity should raise the pncc of this stock to $125 The annual 
payment is still $5 00 per shire but $5 00 is only 4 percent of $125 As the 
price of the fimneni instrument rises the effective interest rite fills (New 
financial instruments of course would be issued at the new rate of 4 percent 
per year ) If the price were to fall again to $100 the interest rite would 
rise again to 5 percent 

If monetary policy were to be effective in rasing the prices of 
fimncnl instruments it would have the effect of reducing interest rates. It 
is easy to show that monetary policy does have this effect 

First and most obviously when the Federal Reserve banks buy 
government promises on the open market their attempts to purchase prom 
iscs have the effect of bidding up the price of government promises More 
over the commercial banks when they get the additional reserves (or when 
reserve requirements are reduced) also attempt to purchase government 
promises or other existing assets thereby further bidding up the prices of 
government and other promiocs 

Higher prices of government promises and their lower effective 
interest rates should induce other holders of these same instruments to 
attempt to sell them m order to buy other kinds of financial instruments 
This process should tend to spread the reduction in interest rates throughout 
several different types of financial instruments beyond just government 
promises 

You can look at the same process from the point of view of the 
holders of financial instruments Each kind of financial instrument brings its 
own kind of reward some pay interest some are highly liquid some allow 
a measure of control over business firms It would be wrong to think that 
there are no inducements to hold money and that bonds are always more 
attractive Each holder of financial instruments tends to balance the benefits 
he gets from different types of financial instruments and usually holds 
several different types m order to achieve this balance 

If the banks arc to be able to induce such holders of financial mstru 
ments to give up bonds and to hold more money this balance of benefits 
must be changed Higher bond prices may induce the owner of bonds to sell 
them lower interest rates also will tend to make the ownership of bonds 
less attractive relative to money The people must be offered higher bond 
prices to induce them to sell them and hold money 


5 Thu eumple u greatly aimplificd by the choice of preferred stock since 
shares of preferred stock unlike promuei are never due—le need never be 
repaid If the illustracion were lo involve bonds with Rxed maturilirs instead of 
stock It would not be so easy to determine the appropriate interest rate for each 
price and yield But the annual relutn from bonds 1 ke preferred stock is fixed in 
advance and as the price of bonds r ses the ellective interest rate falls in exactly 
the same way (although not by as much) ' 
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Thus It IS that the actions of the Federal Reserve in buying govern 
ment bonds and lowering reserve requirements actually tend to reduce 
interest rates There is no controversy over this point, all economists agree 
that easy money” policies have this effect Not all economists, however, 
agree that within a reasonable range oi interest rates, changes in interest 
rates have much effect on the level of economic activity That controversy 
must be postponed to Chapter 17 

Direct Financial Controls 

Actions of the Federal Reserve, then affect the quantity of promises 
that commercial banks may acquire, the size of the money supply, and the 
direction of change of interest rates These are all accomplished simul¬ 
taneously 

At various times m the past the Federal Reserve officials have been 
given powers to control m more direct ways, particular types of lending on 
which conventional monetary controls seem to have little impact 

Today, the only such direct controls exercised by the Federal Re¬ 
serve are on security loans made by brokers Securities are often purchased 
on the margin,” which means that the buyer pays his broker only a down 
payment and the broker lends the buyer the rest of the price holding the 
securities themselves as collateral The “margin” cs the down payment as a 
percentage of total price a 10 percent margin would mean that the buyer 
would have only to put up 10 percent of the purchase price of the security 
Margin buying tends to be associated with speculation on the 
security exchanges If a man expects the price of a particular slock to rise 
from $100 to $110 within a short time, he will want to buy shares of that 
stock With a 10 percent margin, he only has to put up $10 per share When 
(and if) the price of the stock does rise to $110, he may sell having made 
a 100 percent profit—$10 profit for every $10 he puts up 

Speculation is not bad in and of itself Many people feel, however, 
that excessive speculation, which might result m undue changes m the prices 
of securities, might influence the level of business activity indirectly, be¬ 
cause businessmen may follow the stock market and base business decisions 
on whether stock prices are using or falling Hence, the Federal Reserve 
has been given the power to set mai^ requirements Several times in past 
years the Federal Reserve has set maigin requirements at lOO percent 
vTAwiitig •iVcA kfciyMS 0^ securities kiaS to pay caski 

There have also been occasions, especially during wartime, when 
Federal Reserve officials have been given responsibility for designating the 
minimum down payment and the maximum period for repayment of loans 
made for the purchase of houses, automobiles and household appliances 
The purpose of such regulations was to prevent die extension of credit from 
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CHANGES IN THE LEVEL 
OF ECONOMIC ACTIVITY 


Before World War II the prosperity of industrial societies would period¬ 
ically be interrupted by a severe depression, throwing millions of persons 
out of work bankrupting thousands of businesses and, through collapse of 
part of the financial structure, creating “panic” and wiping out the savings 
of tens of millions of persons The magnitude of these depressions is not 
really known m most cases because of the inadequacy of statistical records, 
especially before 1929 but enough is known to judge these periodic ' crises” 
as extremely severe and economically unhealthy 

To today’s student these severe depressions are only history Major 
declines in the level of economic activity, such as in 1873, 1893, 1907, 1921, 
1933 and 1938 seem to be things of the past 

But less severe changes in the level of economic activity are not things 
of the past, since World War II, recessions (as today’s more moderate 
declines are called) of varying intensity—but all still involving idle facili 
ties and millions of unemployed persons—have appeared with the regularity 
of the past, in 1946 m 1949, in 1953 1957, and 1960 Much more is 
known now than in the thirties and before about what lies at the root of 
these declines, and what can be done about them The lessened seventy of 
these declines is a direct consequence of the increase m knowledge (as well 
as of other factors, especially the relatively new notion that unemployment 
of anyone tends to be a social responsibili^ rather than just the responsi¬ 
bility of the unemployed person) 

If really severe depressions, such as appeared m the 1930s, seem to 
be a thing of the past, why is it still important to devote much time and 
203 
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I SPECIFIC AXD GEXER.'IL DECLINE IN 
THE LEVEL OF ECONOMIC ACTIVITY 

^^*hethtr vou ha^e expenencrd them or net jx>u Lnow vhat people 
mean when ther «peak of Tiard times" Sometimes busmens is good, other 
times It IS not so good and sometimes it is doirnnght had Sometimes it is 
easy to make a sale at other times a buters' market ’ obtains. Sometimes 
w ork IS plentiful other times jobs are ne\t to imposiable to find 

Macroeconomics the subject of this introductory text cannot ex 
pla n all cases of hard times and unemployment. Some of these ca-ses are 
best anahied in terms of slowness of an internal readjustment process an 
anah-s s best framed in terms of microeconom cs So it is important at the 
outset to indicate w hat kinds of emplorment problems this chapter and the 
next one deal with In general the sources of liard times’ can be broken 
into two categories 'peafic (or 'structural ) where microecoonrotcs is 
more appropnate and general (or cyclical ), for which macroeconomic 
analms is he«t 

Slruciural Cncmf/oymeiti andSfeafe Def'resfions 

Sometinies when there is 'bad buwness’ and unemplonnent only 
one product one industrr or one tvpe of job will be affected Sometimes 
hard times mil come to one or a few isolated regions m the country, a 
scKalled depressed arei 

In such cases of limited depression you mil seeh an e.\plan8tion in 
the speaal factors that applr to the type of product job or repon affected 
Tastes change new types of product arc dei eloped and new wai-s of doing 
things are introduced Business firms speaaiiae, and when such changes 
occur some firms may be expected to prosper and others may be expected 
to experience difficulties AVhen foreign trade expands firms producing for 
export may thme while tho«e that face new ‘foreign competition’ at 
home may suffer MTien oil and natural gas become more attractiv e as house- 
heahng fuels coal becomes less attractise, and the gas and oil mdustnes 
prosper while the coal industry declines MTien methods of producing a 
product are improsed so that fesver scmces are required for each unit of 
product (the charge mat be ‘ automation mechaniaation or just reorgani 
zaQon) sometimes people mil buy more of that product but in other ca.ses 
as With farm products people do not buy more so some labor may be re¬ 
leased and unemployment results 

In these cases unemployment and hard times are caused by the 
slowness of the adjustroenf process. People and productii e faalities cannot 
rapidlj change from the production of one good faang foreign competition 
to another designed for export or from the production of coal to the pro- 
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duction of gas and oil Farmers forced out of rural areas cannot instan 
taneously become skilled urban product on workers school teachers or 
professional men As a result the Un ted States has experienced prolonged 
agricultural depressions in the midst of prosperity as existed in the 
1920s and to a lesser extent in the 1950s Thus also is explained the 
regional depression in West Vi^n a predominately a coal m ning state 
And to some extent such adjustments to change account for the fact that 
even in good times there are from 1 million to 3 million persons officially 
counted as unemployed 

Such 1 mited or specific depressions arc sad to be structural m 
source giving rise to structural unemployment When structural unem 
ployment affects many parts of the economy at once difficulties may be 
widespread But ordinarily the weakness m one area will be offset by 
strength in another when the coal industry is dechn ng other fuel indus 
tries are growing Certaml) there are problems that arse from adjustment 
to economic change and the problems may be quite serious to those who arc 
immediately involved But the problems are limited to a particular area or 
to a particular type of service 

The nature of the problem is understandable one industry is de 
chn ng because another is growing And the nature of the solution is also 
clear services must be adapted to the kind of product wanted or to new 
technology The fact that the solution is clear does not necessarily make its 
ach evements easy or prompt There are many barriers and resistances to 
movements from one area to another and from one type of service to 
another 


Cyltcal hnemployment and General Depressions 

Nevertheless structural unemployment must be distinguished from 
the type of unemployment that exists when business is bad everywhere 
usually called cyclical unemployment When things are bad all over or 
at least over a wide range of economic activity the weakness in one area is 
not offset by strength in another there is weakness virtually everywhere 
If you could have looked at the difficulties in agriculture in the 
early 1930s you might have concluded that there was overproduction of 
farm product and that there were too many farmers The solution you 
would have said would have been for some farmers to leave the country 
side and seek jobs in the ates Agncultural output would then have 
declined prices of farm product would have risen and the remaining 
farmers would have become prosperous Such would have been a simple 
sensible solution—except for One thing there was no place the farmers and 
farm laborers could go In the early thirties, there were from 8 million to 
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persons but there are also a similar number of unfilled jobs in other areas 
or in industries requiring higher levels of skills or different skills the 
problem is apparently one of a delayed adjustment rather than of cyclical 
unemployment 

II EVIDENCE OF A DECLINE IN 
ECONOMIC ACTIVITY 

There is no one set of statistical data called the level of economic 
activitj Changes in the general level arc actually combinations of events— 
increasing unemployment declining total product more business failures 
fewer hours worked fewer buildings built less savings acquired by the 
people and so on To get an adequately oimprehcnsivc idea about what 
happens in declines it is necessary to survey data of several kinds 

Unemployment and ^'Full Employment" 

What IS deemed to be the most important indicator of the general 
level of economic activity depends on one’s point of view as to what is most 
important If you think the rate of corporate profits is the most important 
indicator of the health of a private ownership market economy, then you 
will emphasize that type of data If you think that the rate of business 
investment—involving as it does, the rate of capital formation for future 
output—is the most important, you will emphasize that statistical infor¬ 
mation 

Of all the different types of statistical data popular concern is most 
often—and probably properly so—with employment and unemployment, 
and since this is so, the level of economic activity is most often interpreted 
to be a matter of the number of persons employed in relation to those ready, 
willing, and able to work, that is, in relation to the labor force ’ (The 
term labor force w as defined m Chapter 2 as consisting of all those persons 
ready, willing and able to work, whether or not they have ever been 
employed ) 

If full employment is to mean 100 percent employment, so that 
every single person in the labor force is employed, the United States has 
never had and never will have full employment Statistics on unemploy 
ment have been kept faithfully for over thir^ years and estimates have been 
made for prior periods, only during World War II—when many of the 
sources of structural unemployment were absent and when many people 
were actually frozen in their current jobs—did American unemployment 
fall below one million 

Even m the absence of serious localized structural unemployment, 
there are alwajs many people voluntarily or involuntarily between jobs 
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just cntenng the labor force from sdiool or military services or seasonally 
uneinplojfd Construction ■workers mat be teroporanly unemployed between 
project* A steel stnke maj result in temporary unemployment m the auto¬ 
mobile indusrn and elsewhere There is seasonal unemployment in resort 
areas and in agriculture A certam amount of unemplovroent is always to 
be expected 

Just where lies the dividing line between acceptable and unaccept 
able uncmpbtment is something of an arbitrary matter, or a question of 
fioint of view Zero unemployment would hardly be a healthy sign, it 
probablv could exist only in an econonuc system based on slavery With a 
labor force of approximately 80 million persons unemployment of perhaps 
2 milLon or 3 m Ilion persons—about 3 percent or 4 percent of the labor 
force—would be considered norma! ' Unemployment of 5 percent ■would 
begin to become a matter of concern and unemployment of 6 percent would 
be regarded bv manv economists as a clear sign of recession Unemployment 
ot 10 percent of the labor force would ordmanlv suggest a stronger word— 
depression 

The record of uremployment in the four Amencan recessions since 
1948 IS shown in Figure 12 I The more severe recessions—those of 1949 
and !9j7 1958 were marked by unemployment in excess of percent 
of the labor force In the less severe recessions of 1953-1954 and 1960- 
1961 the maximum unemployment ranged between 6 percent and 7 percent. 
Note another interesting fact, which is obvious from the chart. The recovery 
from each succeeding recession was less complete than the lasL Unemploy 
ment fell below 3 percent in theprospen^ of 1953 but did not fall that low 
again it fell below 4 percent in 1956 and 195?, but that mark has not been 
crossed rjice. In fact, since the beginning of the 1957-1958 recession in 
late 1957 up until the ro ddle of 1964 (where the chart ends), unemploy 
ment fell below 5 percent only dunng one bncf month. Some people have 
gone so far as to suggest that 5 percent unemployment mav now be regarded 
as acceptable,’ although few arc really satisfied with the figure. 

Other Major Indicators 

Unemployment is only one of many indicatioiis of a decline in the 
level of economic activity A decline m the level of economic activity—if it 
IS truly Cyclical in nature—is ^aractenzed by the s multaneous appear 
ances of many individual declmes Often the rate of business failure (see 
QvipVtv iiititases, liie total product created dedines or \evc)s o5, some¬ 
times prices fall, the average number of hours worked declines, less new 
construction is undertaken the rate of new borrowing declines, and many 
other diajiges occur, all tcgedier adding up to a general decline in the level 
of eco&oimc activity 
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Figure 12 1 


Evidence of a Decline in the Level of Economic Activity, 
Major Concurrent Indicators 1948-1963 



Figure 12 1 shons some of these major ' indicators" Note the shad¬ 
ed areas. They indicate penods of “general decline," as determined by 
methods developed by the National Bureau of Economic Research The 
beginning of a decline is matLed with a "P,” indicating (in the National 
Bureau’s terminology) a ' peak” of ecvnomic activity preceding a decline, 
the end of the decline (but not the end of the recession—just the end of the 
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The fir«t chart can be considered a measure of “undererap!o}ment,” 
vvhich IS quite s milar to rneasured uncmplojment The standard work 
M eek to M hich emplo\ ees are novc subject is about forty hours, because some 
people still Mork standard vvorV weeks of fortj four or fort} eight hours 
and because of some overtime work the average number of hours worked 
per w eek is a fraction in excess of forty during good times A decline in the 
average number of hours worked from fortj to thirtj eight with no in 
crease in emplojTnent would be roughlj similar (in terms of decline m 
total product created) to an increase in unemplojuvent of 5 percent But 
the average number of hours worked ordinarily declines at the same time 
as uncmplojment increases thus magnifjing the effects on cmploj-ment of 
a decline in the lev el of economic activity Note that the postwar experience 
has been that the av erage number of hours worked per w eek tends to begin 
declining much earlier than total unemplojment begins to rise 

Other important indicators that lead the genera! decline are cor 
porate profits the income share roost sensitive by far to cjclical changes, 
business inventories whose importance is discussed later m this chapter, 
housing construction which is counted as part of business investment, and 
new orders (obviously ordtrs would decline before production) in durable 
goods industries 

The lead indicators are extremely useful in predicting changes in the 
level of economic activitj and are hence an important poliej aid But their 
importance can easily be exaggerated None of them is atneys a lead mdi 
cator And in some cases the statistics are not gathered quickly enough to 
tell ofScials a recession is coming before it actually has come. 

For contrast one important “lag” indicator—which tends to turn 
up or down after the genera! level of economic activitj—is included in 
Figure 12 2 Note that business expenditures on new plant and equipment 
especiallj tend to lag behind the general level of economic activitj in turn 
ing up and come close to being ‘concurrent m turning down This fact is 
important because it suggests that a decline m bus ness investment—in 
acquisition of new produ«ive fanlities—may often be an clement m the 
initiation of a decline in the level of economic activity, but rarely is an ele 
ment in the initiation of a recovery from a recc»ion 

in HOW A DECLINi: BEGINS 

Oho part o! the theory <#«’e?oped suitx the ear}y 1930s about 
changes in the level of economic activiQ is that a decline begins in one 
general part of the economy such as one sector, and then spreads through 
out the cconomj—the effect of the dcclmc bong ' multiplied in the process 
of spreading 

The analjsis of the spreading and ‘ roultipljing ’ process is fairly 



CHANGES IN THE LE\EI. OF ECONOMIC ACTmTY 219 
complex and wll be postponed to the next chapter The remainder of this 
chapter will be concerned -Hith the initiation of a decline In this section 
some general conclusions about the initiation of a decline wnll be outlined 
In the last section these general statements mil be compared with the 
post-World War II record of the Amencan cconomj 


The iSature of the Origins—Product Taking Decisions 

AVhen people become unemployed there are in principle at least 
wo possible tt'pes of explanations Either people cease to be willing to 
provide labor semces and voluntarily quit or temporanlj leave their jobs 
or emplo}ers cease to demand their services and release them temporarily 
or permanently It is reasonable to believe that most unemploment m a 
period of business decline results from the second of these causes—that 
people want to be emplojed and are willing to be employed at the going 
rates for the kind of work they can do 

Hence the conclusion ordinanly is that unemplojment results from 
decisions made bj business administrators not to emploj people not from 
decisions made by people not to be emplo}ed ’ Indeed a man is not regarded 
as belonging to the labor force unless he is read} willing and able to 
vrork so if a man decides to quit working for a while and does not seek 
another job he is not even counted as being unempIo}ed 

Administrators release cmplojees temporarily or permanently when 
they do not wi«h their firm to produce as much product as before The 
question then becomes ^\'h} do administrators decide to cut back on pro 
duction^ Again two explanations are possible The administrators may not 
want to sell the product or customers ma} not want to buj the product 
Only the latter explanation seems plausible It is a reasonable presumption 
that administrators would employ workers use their productive facilities 
and turn out product if they believed that the product could be sold at 
prevailing prices 

' The conclusion is not really as easily come by as it seems and indeed these 
truistic sounding paragraphs cootain assertions that were the subject of considetabU 
controversy among economists in the 19J0s If administrators in a factory lay 
od a large number of worliers early economists asked could not these workers 
have regained their jobs simply by reducing (he wage they demanded? This question 
led many early economists to regard much of what we call cjclical unemployment as 
voluntary unemployment even when the unemployed were laid o9 or released 
outright This reasoning led Iheni to tnggest that one cure for depression would 
be a nationwide 'vage cut The Ironble is (hat such a policy would cut back on 
the amount of product the people as a whole attempted to buy and hence not ma 
terially affect the amount of unemployment A wage cut policy which seems valid 
when applied to a particular industry or firm no longer seems reasonable when ap 
plied to the entire economy applied lo partKular firms or industries this 

high wage analysis does seem lo provide a valid partial explanation of some 
types of structural unemployment such as in the bituminous coal industry In this 
chapter ejclical unemployment is regarded as involuntary resulting from deci 
lions made by management 
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Hence it is that when you attempt to determine why a decline in 
the Ie\el of economic activity begins you focus attention on the will ngness 
of customers to tale product radier Aan on the will ngness of adminis¬ 
trators to employ workers or the willuig;ness of people to work- 

Some False Conclusions 

Some people—usually not professional economists but sometimes 
even members of that heterogeneous group—have accepted the conclusion 
that employment depends on the willingness of customers to take product, 
and have used that pnnaple to propose false explanations of the ongins of 
depress ons and recess ons These explanaoors will sound crude and igno¬ 
rant to you if you have absorbed the lessons of the earlier chapters of this 
text but in chanty to those who proposed and believed them you must 
recognize the simple intuitive appeal of the arguments 

'\\Tiy should the sectors of the economy deadc to take less product, 
thus putting people out of work’ One crude argument frequently offered 
is that there isn t enough income to buy all the product created If there 
were not enough income, then undesired increases in the inventones of 
firms would appear and workers would be laid off and these workers 
having less income would buy less, and so on 

Th s plaus'ble sound ng argument is complete nonsense. There can 
never be insuffiaent income to take all the product created because income 
and product are created at the same time and are always equal as you 
have seen again and again- In fact, heran lies one of the traged es of re 
cessions and depressions when there u unemployment, people can have 
more income simply bv creating more product they can have more jobs by 
simply going back to work. InsuSaent uicome can hardly explain insufS 
aent product taking 

The same argument is sometimes even more crudely put Sometimes 
you will hear it argued that the people don t have enough monef to take 
all the product created The people who argue this ordinarily mean in 
come instead of the agreed upon medium of exchange. In the aggregate 
It u services, and not money that are exdianged for product the role of 
money is to faalitate this basic exchange. If the banking system is doing 
Its money isu ng job adequately and if the Federal Reserve oSaals arc not 
improperly holding down the money su|^ly there will always be a suffiaent 
amount of money for a full-emplorment level of economic activity 

There is an intuitive appeal m both of these false conclusions A 
person who is unemployed during a recession may feel that if he had mere 
income {or more money) he would buy more and that if he bought more, 
someone else would be giv cn a job and would buy more and so on. But in 
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cwnomics there i» nlw i\'« t Jinsjcr imoKei) m reT«onin^ from the pirl to 
the Mhole In the iKre^ite tottl pnHlut.t md tntil income ire the sime 
tho-e who ire imemploteil cin pet more income hi ireitinp more product 
1 he problem n. to determine wh\ the\ do not or <. moot do so 

Thi Focii^ Is on irillint/ntr^s lo fitie Product 

In thi mitntion of i declim m the l<\tl of etonomn. icliMti the 
foi.iis ot mention i' not on the iililitx to tike product—not on whether 
theri In enough income or enoiiph inonei —hut on the tiillinffiiess to 
tike prodiKt \MiAt i* imoKtd r> product t ikmp deciMons iwidf b\ the 
four sectors ot the economt 

For etimple suppose an ccunomi has a full emploiment leiel of 
total product of JIOOO 1 he people (indniduaili and collectivelv) want 
lo take ^*500 worth businesses w mt to keep (ime>t) ^100 worth F\er\ 
thms; IS fine 

Then one da\ for some reason businesses decide thej no longer 
want an\ of the product The) ha\e as much productiie facilities is thej 
want thei ha\e a* much inxenton as thet want If the\ laj ofi workers 
in order to cut down output to ^‘^OO income and product will both im 
nwdiatel) declme w $'100 Income and product will still be equal, there 
will still be enough inc“omc to bin all the product Hut there will be 
iinemploi nient 

If instead, production renums at $1000 worth because the hiisi 
neves still expect to sell to each other and expect the people to lake as much 
product as 1$ not sold to other businesses the businesses will find that the) 
are left with $100 worth of product Fien though the) had decided not lo 
keep am of the product, the) wind up with J-IOO wutih of increased mien 
tor) Income i» still equal to product, and there is snll enough income to 
take all the product 

Hut because of the unintendnl increase in inientor)—the ' imolun 
tan iniesfment ’—the firms will begin lasing olT workers and ciiUmg back 
on output Throughout an) ensuing decline income will be equal to prod 
uct and there will alwa)-s be enough income to bu) all the product 

The decline results, when businesses decide lo lake less product 
Smiilarli, a decline would result from a decision on the part of tlu people 
to lake less product—that is an itlempt to saie more 

The generil pattern foUmsrJ b\ declines m the Iciel of economic 
aitiiit) consists of two stqw 

I Someone decides, to take, or attempt to take, less product than 
before with no commensurate increisc in the amount of product an)one 
else IS willing to take Tins initial decision, or group of decisions, initiates 
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from the rest of the world and the amount of product taken by the rest of 
the world For instance it was noted above that a decline in net product 
taken by the rest of the world could result from an increase m product taken 
from the rest of the world by Amencans with no commensurate increase 
in product taken by the rest of the world But if Americans take more 
product from the rest of the world foreigners would have more American 
dollars and even if they deadc to keep—as foreign exchange reserves — 

10 percent of the newly acqu red dollars the other 90 percent would have 
to be used to take product from America Product taken from America 
would rise bv as much or almost as much as product taken from the rest 
of the world ^ 

11 THE PEOPLE AS INDIVIDUALS As you Will sec the changing 
willingness of the people to take product does occasionally affect the level of 
economic activity But generally the peoples behavior with respect to the 
amount of product they decide to take is consistent and regular It follows 
a fairly predictable pattern to be discussed m the next chapter it appears 
that the proportion of their income people want to use for taking product 
and the proportion they want to use to acquire financial savings are not 
subject to major swings at least when the people as a whole are considered 
III THE PEOPLE COLLECTIVELY Prior to and even during the 1930s 
whenever there was a decline m the level of economic activity and 
government tax revenues government units more often than not attempted 
to reduce their expenditures in order to maintain balanced budgets This 
decline in product taken by the people collectively only added to the magni 
tude of the decline 

Today government units m the United States recognize the signifi 
cance of their budget policies for the level of economic activity and hence 
It seems unlikely that they would again act m such a w ay as to precipitate 
or aggravate a decline in the level of economic activity In fact the federal 
government has taken a major responsibility (to be discussed in Chapter 
14) for maintaining a high level of economic activity Hence the govern 
ment seems an unlikely place for the initiation of a recession or depression 

Nonetheless government can be responsible for unemployment A 
decline in the product taken by government at the end of World War II— 
certainly a decline to be expected—had a lot to do with the brief but sharp 
recession of 1946 And many fear that general disarmament would today 
endanger the level of economic activity Moreover the chronic unemploy 
ment of the late 1950s and early 1960s has been blamed by some on govern 
ment policy 

2 Structural un«mpl<i)m«it might result feem such a change because Amen 
can purchase of more produM from the rest of the world might cut back on the 
amount of product sold by one set of American firms while the sale of more produa 
to the rest of the world might lacrraie the product sold by another set of firms 
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But for the periodic appearance of general declines in the level of 
economic actmty jou will have to look for an initiator other than the 
government 

IV BUSINESS The record shows that the purchase of product by business 
IS more volatile than that of any other sector The level of investment is 
deemed to be the most strategic factor m the initiation of a decline in the 
level of economic activity Three separate but interrelated reasons can be 
given for this volatility 

The first can be best suggested through an example Suppose a firm 
needs one machine for the production of every 10 000 units of product sold , 
Its investment in machines is obviously related to its sale of product It does 
not matter whether the firm produces product to be taken by the people, by 
business, by government or any combination of sectors, since machines are 
used m the production of ail of these If each year its sales increase by 
10 000 units It will need to buy an additional machine each year, its in 
vestment in additional machines does not depend on the lei el of its sales but 
instead on the growth of its sales For instance, if sales should be 180 000 
units one year and rise to 200 000 the next an additional two machines 
will be purchased If in the following year sales rise again by 20 000—an in* 
crease of 10 percent—investment will remain at two machines—an increase 
of aero percent If in the second year sales should increase by only 10000 
instead of 20000—an increase of but S percent—only one machine will be 
needed A change in sales of plus 5 percent brings a change in investment of 
minus 50 percent' If in the second year sales had instead nsen by 30 000— 
an increase of 15 percent —three new machines would have been needed as 
opposed to two the year before—an increase of 50 percent The lesson of 
this so-called accelerator effect is that a small percentage change in final 
sales will bring a relatively large change in investment 

This means that investment will vary more widely than sales of 
product in general, but it does not nccessanly mean that changes m invest 
ment will initiate a decline in the level of economic activity, since the 
change in investment is itself the result of changes in sales of product in 
general (possibly including investment) To understand why changes in 
investment should initiate recessions, you have to think of the accelerator 
effect in conjunction with a second explanation for the volatility of invest 
ment The amount of investment does not depend only on the growth of the 
people’s willingness to take final product, it depends much more on forecasts 
by businesses concerning what the people will do in the future It is a truism 
that there are enough productive facilities and inventones today to provide 
the economy with the amount of product being taken today but today’s 
investment is largely related to tomorrows sales Being less concrete, ex 
pectations tend to be more volatile than sales themselves 

Putting these two points together, it can be seen 


that relatively 
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As IS well known, when wc entered World War II the effects of 
the Great Depression were still with us Indeed in 1940, when Europe was 
already at war and European orders for product were already increasing 
Amencan etnplo)ment, there were still about 8 million unemployed persons 
in the United States 

Our entry into the war prcapitated a tremendous demand for mili¬ 
tary equipment, and in a relameljr short time the labor force %vas fully 
employed The high level of employment and fears of shortages of consumer 
goods soon resulted in such great demands that it was necessary to ration 
some types of product During the war people could not get any or enough 
of certain types of products, such as automobdes tires, houses, appliances, 
and even girdles, so throughout the war a great backlog of demand for these 
products developed 

At the end of World War II in 1945 many people feared an almost 
immediate depression because of a sharp reduction in government expendi 
tures There was m fact a brief dip m the latter part of 1945 and in early 
part of 1946 but the backlog of consumer demand was so strong that the 
unemployment caused by the shift from the production of war goods to 
consumer goods was relatively shortlived There was a shift from product 
taken collectively to product taken individually It was apparent to admin¬ 
istrators that more product would be wanted in the future and that more 
faalities w ould be needed to provide that product 

The increases in product taken by the people and the antiapated 
further increases provided full employment until about the middle of 1949 
By that time the backlog of demand for some tvpes of product (particularly 
soft goods such as textiles) had been satisfied, and unemployment began 
to appear in some areas In other areas (for example automobiles, electrical 
appliances, and housing) the people had not yet been satisfied 

In the middle of 1950 the Korean inadent began Remembering the 
experience of World War II, people rushed to buy the kinds of things that 
had then been in short supply Business administrators, recalling the same 
expenence rushed the production of ' hard goods” at an even greater rate 
Thev built up inventories so that they would have product to sell for the 
duration 

But the Korean inadent was not the start of another world war It 
was a limited action that did not require military production at a level 
anything like that required by World War II When households found that 
‘ hard goods” would be available to them, they were less interested m buy¬ 
ing immediately Unsold mventones began to accumulate in business firms 
The increase in military production was provided by the increase m the 
labor force and the increase in productivity, there was little reduction m 
product taken indmdually. 

After the truce m Korea a rather stnkrng development took place 
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phances The flurry of buying at the Umc of the Korean conflict is under¬ 
standable and so is the iinmediatc post—Korean conflict letdown 

But what explains the sharp increa^ in consumer buying in the 
latter part of 1954 and 1955* AVhy did administrators anticipate that the 
increase in bupng would be sustained in the succeeding jears so that the 
increase m their faalities would be warranted* And why did the antiapated 
increase in consumer buying not matenalizc* And hmv do jou explain the 
chronic slack’ in the economy appeanng in late 1957* Many different 
answers are given to these questions 

The experience of the past tw enty years is not, of course, an adequate 
basis for generalization During that penod there were many ‘ speaal” 
conditions But it may be true as some have alleged, that each and every 
change in the level of economic activity has unique causes and that general 
ization is impossible 

But the pattern of the past twenty years is not really out of lire with 
the expectation that swings m investment, together with periodic wartime 
booms account for most—but not all—changes in the level of economic 
activity 

And economists have been analyzing changes in the level of economic 
activity over much longer penods than twenty years The evidence of the 
last century is even more convmang that historically declines in the level 
of economic activity—and espeaally the most severe ones—result from 
changes m the level of investment, especiallv those centering around im 
portant technical advances 

The ongifl of changes in the level of economic activity is, however, 
only part of the analysis If such changes ordinarily begin with changes in 
product taking by business firms how is M that recurrent penods of pros- 
pent) and decline affect the entire economy* Why is it that when those 
employed in industnes creating productive faalities are laid off and become 
unemployed those employed in other industnes are also laid off* And why 
IS It that when those laid off in industnes creating productive faalities are 
rehired so also will other employees be rehircd* 

The answer to these questions revolve, as you might su'pect by now, 
around the relationship between the amount the people want to save and 
the amount businesses want to invest. This savings investment analysis be 
gins in the next chapter 
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Fis?irp 13 1 



sft of people that i« tho«e who pmide «enices to the food mdustiT do 
not also provide «en ices to the clothin? and «heUer induMneA. 

If \Tiu worked for the clothinj mdustrr, j-ou «t>uld he creating 
cloth nc hut vou would rot haie to tike all or e\en anr, of the benefits 
ot TOur acBMtr m the form of clothing You could take product of I'alue 
equal to the lalue of the product rou created You probabh would late 
some ot each some clothing (but not necessanlj the same items you worked 
on) some food and «ome shelter In effect you would trade most of the 
clothing Tou had created for food and shelter 

Product Traded for Product 

V IS shown in Figure 13 I, each group of people provides product 
to the other two groups and in return gels the product created bv those 
groups The diagram points up the fact that the besic exchange in anv 
economy is not trade between people and production groups hut trade omong 
feotlf T. Itimatelv vou trade lour «ervicrs for the semets of others. 

Moreoier each of these individual trades is an eien trade and 
balances exacilv For instance the food taken bv the people in the clothing 
indusin IS equal m lalue to the clothing those people pronde to the food 
indu'tn 

But e\ en for a simplified economr, something is missing m this pic¬ 
ture The economv described uses up all of tfie product it creates and hence 
does not increase Its capital There is no inie'tment And since this i< true 
there is no saving Add then, a fourth industrv called the capital goods 
industrv which produces machines buildings and the like, for the three 
‘consumer goods industries 
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You saw that those who supplied services to the clothing industry 
in efiect traded some of the clothing diev had created for some food and 
some shelter and that those in the food and shelter industnes similarlr 
traded some of their product to get other products But what can those 
in the capita! goods industry trade for consumer goods’ WTiat can they 
give to the people who provided services in other industnes’ They can 
not of course offer the product they have created as can those in the food, 
clothing and shelter industnes because capital goods, by definition are 
not meant for, and are not wanted by the people 

The Creation of Savings — A \ev. Viev; 

To answer this question you must recall two point* raised in Chap¬ 
ter 7 

1 \Vhen a firm wants to acquire additional product—to invest—it 
“pays for ’ the product by issuing new finanaal instruments in restncted 
form—bond* and capital stock for instance—even though the people who 
provide the services to create the product may not be the same persons who 
acquire the new stocks and bond* 

2 ^\’hen a firm does deade to invest, the people as a whole do not 
acquire additjonal finanaal instruments—do not save—until the firm actu 
ally acquires the product, regardless of when new stocks and/or bonds are 
pnnted up and issued 

The two points can be combined to bnng out a third important 
point Thttit uko prcetde Ike tercieet that create capital goodt are paid 
in Ike fern of additioni to the people's holdings of financial instruments 
^Vhe^ those who provide sem-es to the capital goods mdustry get paid, their 
pay represent* new savings for the people m a^egate They are paid m 
money, of course, perhaps even "old ’ money, but when they are paid, the 
savings of the pwple as a whole increases The pay u new savings To see 
better why this is so, try a few examples 

First, suppose that the clothing industry (any industry would do) 
want* more productive faalities, to be created by the capital goods m 
dustry Firms m the clothing industry issue pronuses or new shares of 
net worth 

Assume these new finanaal instmments are sold to the people, who 
give money for them ^ At this stage, the finarcta] transaction is of the first 
type, as described in Chapter 7, the finanaal sanngs of the people have 
been charged m form, but not in amourt. \Miere they formerly held 
money, thev now hold another type of financial instrument. Hence even 

* It wooM b« no diSerent >f the people gave money for accoants at finanaal 
ictermedianes (otier tian cotcmerual bacbi), and the finanaal intermediaries 
cied the money to aeq-.ire the promises and nock shares. 
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though new promises or shares of net worth are now held by the people, 
these instruments do not represent new savings 

The firms m the clothing industry then give the monej to the firms 
in the capita! goods industry, which in turn use the money to pay those 
people who provided services to create the new product At this point the 
people's financial savings do increase, the financial transaction is of the 
second type The people as a whole have both the stocks and bonds* and 
the money The firms in the clothing industry now have the product 

Note carefully what has happened When the service providers who 
created new capital goods were paid, the savings of the people as a whole 
increased People who create capital goods—whether productive facilities 
or inventories—are paid with new savings This is true regardless of how 
the transaction is financed 

Suppose that the firms in the clothing industry had issued promises 
to commercial banks instead of directly to the people The commercial 
banks would then have luucd checking accounts—new money—to the 
clothing firms Rut while the firms m the clothing industry still held the 
new mone} and the bank held the promise the amount of the financial hold 
mgs of the people would be unaffected When this new money had been 
paid to those who had created the capital goods, the people’s savings would 
have increased The result is the same 

A final example is a little trickier Suppose the firms in the clothing 
industry finance their new productive facilities "out of ’ undistributed profit 
In this case, when these firms make the profit m the first place, they acquire 
more money as an asset, and the value of net worth increases This is 
another financial transaction of the first type the people have less money, 
but more net worth (in value), so they have changed the form m which 
they hold their financial instruments Then when the clothing firms actu 
aly acquire the productive facilities, and the people who created them are 
paid, "investment” and "saving’ take place simultaneously Once again, 
those who create capital goods are paid in the form of increases in the 
people’s savings 


Trading Savings for Product 

Thus an important new prinaple has been noted those who create 
capital goods—new product held ly businesses—arc paid with new savings 
(even though they may be paid with “old” money) This principle also 
tells us what those who create productive faalities can exchange for food, 
clothing and shelter They can offer savings That is, since the money 
they have been paid represents new finanaal holdings for the people as a 
whole, when they spend it they are trading new savings for product 
^ Or accounci at liaaocia) intcnnedianea 



SPREADING OF CHANCES IN THE LEVEL OP ECONQ-MIC ACnVTTY 


233 


Figure 13^ 



A person who creates food does not have to take just food, he can 
take clothing and shelter too And he cm save—he can acquire financial 
instruments To save he must give some of the product he has created to 
those who created productive facilities And a person who created productiv e 
faclities and who gets new savings as pay does not have to take all 
the benefits of his economic activity in the form of savings He may take 
food, clothing, and shelter—but he will have to give finanaal instruments 
in evchange 

Figure 13^ shows those in the capital goods industry trading savings 
for food clothing, and shelter The value of savings going to those pro¬ 
viding services to the three consumer goods industries must equal the value 
of the food, clothing and shelter taken by those providing services to the 
capital goods industry Once again all the trades are even ones 

The total amount of savings acquired by all the people is equal, of 
course to the rota] amounr of cyjtaJ goods creatnL And the rotaJ aisount 
of product taken by the people plus savings acquired by the people is equal 
to the total product of all kinds created 

Figure 13^ looks a little complicated, but it really represents a 
substantial simplification over the actual state of aSairs In a real economy 
there are more than four industries, some people provide services to more 
than one mdustry, and, most important, there is substantial overlap between 
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capital-goods industnes and consumw^oods industnes For instance any 
one who creates a phv'ical consumer product" actually creates a capital 
good because that consumer product will be held as imentorr by some 
firm or firms for a finite period of time. 

The simplification introduced in the argument it must be empha 
sized IS for expositorv purposes onlr The main principles stated are cor 
recT and would be shown bv a more realistic example. For instance sup¬ 
pose a firm in the food industry decides to increase inscntones In this 
case there is no separate capital goods industry" The food firm supplies 
Its own capital goods. But the food indu<trT must still issue financial instni 
irents m order to hold product, and when those who create the inventory 
are paid their pav represents new savings for the people as a whole. 

Suppose VQU are a worker who has helped create this inventory of 
food You will not think of your pay—which will come m the form of 
morev—as new savings ” but it will be. A\Tien rou use some of it to buy 
some other product, vou will not think of the transaction as ‘ trading 
savings for product,” but that will have been the case. 

A completely realistic otample then would be considerably more 
complex but would establish the same pnraples Sections II and III pro* 
nde a simpler wav of analvzing a realistic economy 

A Pmifx HozcThe Deelinf Spreads 

The preceding discussion is quite important in its own right because 
It presents another rgnificant war of loobrg at how an interdependent 
economy works. Beyond this it <uggest$ why a decline m the level of ea>- 
coiaic activity once begun m ore sector, spreads to other sectors imme- 
dutely 

Mew the ecoremy from the perspective of the clothing industry 
That mdustry produces clothirg for all the people-—for people in all four 
mdustnes It does so because people m the other three industnes has e food 
shelter and savings to trade for clothing Now suppose that, for some 
reason, the rate of inrrstiDent in the camomy declines and less capital 
goods are created The immediate result is that those who provide services 
to the capital goods industrv have les» new savings to trade for product, in 
eluding clothirg It is not necessary to produce as much clothing as before. 
There mav be lavofts in the clothing mdustry as a consequence, then those 
m the clothing mdustry find themselves unable to take as much food and 
shelter All irdi.stnes may be afiected 

In short, a decline ui the leycl of mvestment interrupts the important 
exdiange of savmgs for product, and has the efiect of reduang the amount 
of consumer product created. This spreading" process w2l be elaborated in 
section II 
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This analysis also suggests what some solutions to recession might 
be One solution might be to create nett savings in some other uaj—b) 
getting the rest of the world to take more net product or b} de\eloping 
deficits in government budgets Solutions arc discussed beginning in Chap 
ter 15 


Some Other Posstbihltes 

Two other possible effects of a decline in investment must be noted 
1 If when investment declines and less savings is offered for prod 
uct those in the consumer goods mdustnes would buy more from each other 
and not try to save as much the decline could be confined to the capital 
goods industry For instance if you worked for the clothing industry and 
were accustomed to saving 20 percent of your income you might stop trying 
to save at all and use that percentage to buy food clothing and shelter 
If everyone in the consumet goods industries did the same the only unem 
ployment would be in the capital goods industry 

Unfortunately people do not appear to behave that way As you will 
see later in the chapter people behave in a fairly regular and consistent 
manner with respect to their savings propensities Moreover, as you saw m 
Chapter 8 part of most people’s saving is almost obligatory—their life m 
surance payment, for instance or their mortgage loan payment 

2 Early economists went even further They suggested that when 
there was a decline in the rate of investment there were forces m the 
economy leading to an automatic increase in the creation and taking of 
consumer product According to this argument there could be no unemploy¬ 
ment, no decline in the level of economic activity 

Experience showed these “automatic forces'* to be illusory Reces 
sions and unemployment have occurred, both frequently and, periodically, 
severely The modern analysis indicates that when there is a decline in in¬ 
vestment there not only is no corresponding increase m the product taken 
by the people, but there is in fact a reduction 

II THE EXTENT OF A DECLINE 

Suppose that in a year of full employment in our simple, four in 
dustry economy, the value of the product of each industry is as follow s 


Food industry 

$4500 

Clothing industry 

1500 

Shelter industiy 

3000 

Capital goods industry 

1000 
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This breiVdown implies that those who pro\ ide ownership and labor 
services to the capital goods mdusti^ retnvc $1000 worth of new savings 
part of which thev keep and most of which thn trade for consumer prod 
uct The savings of the entire econom) dunng the 3 ear is w orth $1000 

Suppose next that the food clothing and shelter industries manage 
ment and the management of the capital goods industr) itself all determine 
during this 3ear that the) want $1000 worth of new capital goods That 
IS wh) $1000 worth of capital goods are created And also suppose that 
the people—those providing services to all four industres—want $1000 
waarth of new savings Of the $10000 worth of income they receive they 
want to use $9000 to take consumer product and they want to take the 
remaining benefits from their economic activity in the form of savings 

The situation is an harmonious one Businesses want to invest 
enough to create $1000 worth of new savings, and the people want to 
acquire $1000 worth of new savings Under these arcumstanccs full em 
ployment w ill be susta ned for there is no tendenc3 to change. 

A Decline m Imestment 

Then in the following 3ear suppose nothing is altered but the 
expectations of businessmen who decide that the) now want to invest less 
acquiring onl) $600 worth of nevr capital goods This implies that through 
shorter hours la3offs reduced profits and the like pajtnents made to the 
persons providing senices to the capital goods industry will fall to $600 
and hence the new savings of the economv will fall to $600 Those prov id 
ing productive services to the capital goods industr) have on!) $600 worth 
of savings that thev can trade for product—and the) will not even trade all 
of that since the) wall keep some of the savings* Because thev trade less 
savings for consumer product {that is because the) bu) less) unexpected 
increases m inventories appear in the food clothing and shelter industries 
(in the last of these industries an unusuall) hi^ vacanc) rate takes the 
place of higher inventories) 

In order to reduce inventoncs more workers wall be laid off—this 
time in the consumer goods industries The dec! ne has spread be}-ond its 
original source But it does not stop here Because this last group of workers 
has been laid off the) in turn can bu) less and further increases in in 
ventor es occur The process of decline continues in actual cases until the 
amount of unempIo)-ment resulting from the onginal reduction in mv est 
ment has been more than matched by die amount of unemplo)’mcnt created 
by the spreading of the decline 

*At first blush it may stem cxtravagstit for these peo(>1e to go on saving 
when they must scrimp somewhat on consumer product But recall once again that 
in today s economy much of personal lavins consists of obligatory payments. 
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between the amount the people want to save and the amount they can 
5a%e They will not be able to fulfill their savings plans 

So when any sector dcades to take less product, with no offsetting 
change in the decisions of an) other sectors the people will not be able to 
save as much as the) had planned to save In the previous chapter it was 
stated that a decline m the level of economic activity will ensue whenever 
an) sector deades to take less product Here the same thing can be stated 
differentl) A decline will ensue wkenet-er the saunas actually created 
ore less than the amount the people ttan! to sate at the existing level of 
income If the sum of business investment government deficits and net 
product taken by the rest of the world do not satisfy the propensity to save 
at a full empio)mcnt level of total income, there will be a recession or 
depression 

The example points up another important principle As we saw 
the divergence between new savings actually created ($600) and the 
amount the people wanted to save at full employment ($1000) was only 
$400, but total income fell by $2000 —b)r five times as much’ Because 
total income falls by more than the original divergence between planned 
and actual savings it is said that there is a multiplier process Total income 
falls b) some multiple of the original divergence between planned savings 
and the amount of new savings actually created In the example, the 
multiplier is five 

The reason there is a multiplier process is as already noted, that 
when the people can acquire less savings than before, they also take less 
product, because the decline in the amount of savings created disturbs the 
trading of savings for consumer product 

The process works the other way, too If there is an increase in 
investment, so that there is an increase in the amount of new savings 
created, people in the capital goods industries will have more savings to 
offer for product The consumer goods industnes will be induced to 
expand production to satisfy the demand for more product. Total income 
wnll increase by some multiple of the original increase m mvestment- 

In summary, then it can be said that for any level of economic 
activity to be maintained, including a full-employment level, the way total 
income is divided must satisfy the people's propensity to save and propensity 
to consume. If the people want to save 10 percent of their income, but 
investment, government dehots, and net product taten by the rest of the 
world are only 8 percent of total income, there will be a decline in the 
level of economic activity And the decline will be by some multiple of the 
divergence between planned and available savings The issue of full em 
ployment and prospenty against unemployment and recession hangs on this 
finannal relationship between the people, as savers, and the other three 
sectors, as issuers of new finannal instruments 
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Just IVhat Is Thu "Alulltplter"f 
It IS possible to give a more prease definition of the multiplier But 
50 U should not be misled bj preasion of definition into believing that the 
economv operates in a s mpic mechanical fashion As 30 U wll see this is 
far from the truth 

Returning to the earlier example there was full cmplojment at a 
level of total income of $10000 when the people wanted to save $1000 
and business investment of $1000 satisfied this propensity to save Then 
investment declined b) $400 leading the people to cut back on the amount 
of product taken bj $1600 for a total decline in income of $2000 At the 
lower level of income of $8000 the peoples propensity to save was once 
again satisfied—now bj the creation of $6(K) worth of savings and the 
decline in the level of economic activity ceased with the economy in a 
recession 

From this information jou can infer that the people wanted to 
divide a change in income between reductions in savings and reductions in 
product taken in a particular wav They wanted to cut back on saving by 
one fifth of the decline m income and to cut back on taking product by 
four fifths of the decline m income Formall} we would say that the 
peoples marginal propensity to sate 1$ one fifth or 02 and that their 
marginal propensity to consume 1$ four fifths or 0 8 

Do not confuse the marginal propensities to save and consume with 
the propensities to save and consume discussed earlier The propensity to 
save IS the fraction of their income the people want to save The marginal 
propensitv to save is the fraaion of a change in income by which the people 
want to change the amount they save As you can see they are not the 
same (However like the propcnsitj to save and the propensity to consume, 
the marginal propens ty to save and the marginal propensity to consume 
must add together to one or 100 percent 

\Vhcn investment declined by $400 in the hypothetical economy it 
can be assumed that those in the capital goods industries (if they were 
average people and behaved like everjone else) cut back on the amount 
of consumer product they bought by four fifths of $400 (since the marginal 
propensity to consume is 0 8) or by $320 A decline m investment of $400 
leads right awav then to a decline in consumer product taken of $320 

But this will at the same time reduce the income of those m the 
consumer goods industnes bj $320 They will reduce the consumer product 
tiiey ta£c 6y lour iit'tfis ot' or 6y $Zbi> nic incomes ol' otfiers wiiT 

fall therefore by $2 6 and they m turn will take $20^ (0 8 x $236) less 
consumer product The reduction in others incomes of $203 will lead them 
to take less consumer product reducing sdll others incomes and so on 
If you add together the reductions m consumer produrt taken of $320 $236 
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$205 and all the other reductions induced (each time four fifths of the 
preceding reduction) jou will come to a total decline m consumer product 
taken of $1600 This $1600 decline in consumer product taken together 
with the onginal $400 decline in investment adds up to a total decline in 
income of $2000 

This IS vvhv when the maipnal propensity to save is one fifth 
the multiplier is five Similarlr if the marginal propensity to save were 
one fourth the multiplier would be four if the marginal propensity to save 
were one third the multiplier would be three The multiplier may always 
be found by dividing one by the mai^nal propensity to save that is 


viuitipiier = -;--- 

^ marginal propensity to sav e 

Thus you can say that the extent of any change m the level of 
economic activity depends on two things as was noted at the end of the 
last section But now you can define what those two things are with a little 
more preasion 

1 It depends on the amount of the onginal divergence between the 
amount the people want to save and the amount they can save in this 
example still $400 

2 And It depends on the way the people want to divide a particular 
change in income between changes in product taken and changes in savings, 
that IS It depends on the multiplier In the example with a marginal 
propensity to save of one fifth the multiplier is fiv e 

A Closer Look at the Multiplier 

A decline in the level of economic activnty can be thought of as 
consisting of two parts There is first an onginal decline which can 
occur m any sector but which roost often occurs m business im estment And 
there is a secondary or induced decline which is the result of the onginal 
decline and which consists only of a decline m product taken by the 
people The existence of the secondary decline is the reason there is said 
to be a multiplier effect 

Some things arc known about the actual multiplier m the Umted 
States there is controversy about other things, and there are areas of 
Ignorance about certain aspects These ffiings can be said 

1 ^\Tiile the propensitv to save and the propensity to consume tend 
to change as income changes die marginal propensitv to save and the 
marginal propensity to consume do not diange \ ery much ov er short penods 
of time as income changes Hence it is reasonable to regard the multiplier 
as being fairly constant as income changes tn a recession or in recovery 



242 ECONOMIC rROCESSESr-TJIE OF ECONOMIC ACTHTn 

2 Iio\m er the multiplier mar rsry a« certain other thinfp! rarj 
For m'tance m the aho\e example it teas a««ufned that tho«e ttho pro- 
\Tded seiNices to the capita] |;Dods industry had the same marginal pro* 
pensjfT to sa^e a< the people as a whole, but ther might not. The multiplier 
mat \ art depending on where the onginal decline (or increase) tabes place. 
Secondlv in the ahm e example total mcome and ‘ sanngs” were re¬ 
garded as more or less homogeneous categories and hence the example was 
osersimplified Are the peoples desires to sate satisfied to the same extent 
regardless of whether firms finance imcstment by (1) issuing promises to 
commercial hanbs thus proxiding the people snth more roonev. (2) issuing 
promises in the form of bonds directly to the people, or (3) using un 
distributed profits and therebv increasing the book xalue of the shares of 
net w orth already held by the people^ It would seem likely that the method 
of finanang might make some difference but whether it does and if so 
how much and what kind of difference it makes is not known 

3 On the basis of historical endence it is possible to say that the 
American multiplier has a lalue Inng somewhere between 2 and You 
can be reasonably certain then that any decline in mi e»tment will be more 
than equally matched by a decline in consumer product taken 

Questions might also be raised about the timing of a decline in the 
leiel of economic sctiiitv In the example there yras an original decline 
in iniestment of 4+00 followed b\ a decline in product taken by the people 
of 5320 followed by another decline m consumer product taken of $216 
and another of 4205 and so on The example irould lead you to beliere 
that a decline in the let el of economic activity occurs in a senes of ‘ steps ’ 
But economic processes are continuous and there are no su^ * steps ” I^Tiat 
then IS the actual timing of a decline in the Its el of economic act:Mty> 

All that can be said is that eadi case is different "With most re* 
cessions there wall not be a single, isolated, ‘ initial” decline in ini estment 
The so-called initial decline may really be many smaller declines spread 
01 er a period of months 

Hcr\y long ivill it take after any initial decline in iniestment before 
the people begin to reduce the amount of product the} take’ Once again 
there is no single answer The people may actually begin to reduce the 
amount of product they take before businesses reduce their rate of iniest 
ment if workers and owners know the dedine in ini estment is coming 

How long inll the whole process take’Again no ansiyer It depends 
nn bnjr qu rA.y prefix are /p-send *!» a/t iiarl ciy the AtwiMwf pyiodiir? 
they can take (for a while after bang laid off for instance some irorkers 
can dip into their sanrgs),on when Aar bills fall due and so on. Expenence 
indicates howei er Aat the major effects of a decline in ini estment are felt 
throughout the economy extrandy quieklj, and that most of the reduction 
in product taken by Ae people happens almost simultaneously wiA Ae 
reduction m in\ estment. 
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the three other sectors as a Mhole and hence all four sectors arc alwajs 
involved It is the disergcnce between the amount the people want to sa\e 
at a full emplojment level of economic activity and the savings actually 
provided by net business investment net deficits (plus or minus) of govern 
ment units and net product (plus or minus) taken bj the rest of the 
world that actuallj initiates the decline 

The Spreading of the Decline 

The decline spreads be)ond the initial sector because the people 
as a whole—while the} do not deade how much the} ran save—do decide 
how the} will divide their incomes between consumer product taken and 
new savings acquired A decline m the amount of savings provided will 
induce the people to take less product 

The extent of an} decline depends on how the people in the ag 
gregate react to a decline m their ability to save the extent of the decline 
depends that is on how much the people reduce the amount of product 
the} take when the amount of savings provided to them is reduced The 
people s react ons are formalized in the concepts of the marginal propensit} 
to save the marginal propensity to consume and the multiplier 

If you know the marginal propensit} to save }ou can divide that 
fraction into one and thereby compute the multiplier If }ou know the 
onginal divergence between planned and actual savings you can multiply 
this divergence by the multiplier to determine the extent of the decline 

Tivo Important Conclusions 

Two important principles can be inferred from this theory of change 
in the level of economic activity Both principles stand m contrast with the 
theory as it existed in the early 1930s and before 

First you have seen that the decisions on the part of the people 
concerning how much they want to save are not related at least m any 
direct or obvious vvay to the decisions on the part of business government 
and the rest of the world concerning how much new savings these latter 
wnll create 

By contrast the conclusion of earlier theory was that the people s 
desires to save would always be sat shed If the people wanted to save 
more there would be automatic forces leading businesses to invest more 
if the people wanted to take more product there would be automatic forces 
lead ng businesses to invest less Similarly in the older theory if businesses 
wanted to invest more the people would be led to save more and so on 

It would be nice if such relationships actually existed It would mean 
that there would be no recessions or depressions or at least that if reccs 
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less Or the reduction in consumer product taken may lead businesses to 
believe that even in the present they bold too much product—espeaally 
inventories If there is such a secondary decline m investment it Mill lead 
—as the original $400 decline in investment led—to declines m product 
taken bv the people That is there will be a multiplier effect once again 

The poss b I ty that a decline in the level of income may in turn lead 
to a decl ne in investment makes it all the more difficult to predict how 
great a decline Mill result from anj given divergence betMeen planned and 
actual savings It also creates a possible paradox —the Mord is inside 
quotation marks because the paradox is more apparent than real 

Suppose there is full emplo}ment and a high level of economic 
activity implying that the volume of new savings being created is enough 
to satisfj the full employment level propensity to save Then the people 
decide to (try to) save more that is the propensity to save increases and 
the propensity to consume declines 

With this change the volume of new savings being created Mill no 
longer be sufficient to satisfy the peoples savings plans As you now know 
the result will be a decline in the level of econoin c activity—a decline equal 
to some multiple of the original planned reduction in product taken by the 
people 

Businessmen may react to this decline m product taken by the people 
by cutting back on planned inventones reduang construction and expansion 
plans and the like thus decreasing investment by some amount This 
decrease in investment Mill reduce the savings created for the people to 
hold and will even further reduce total income 

Note the seeming paradox The people deaded to try to save more 
As a result the level of economic activity declines and the people actually 
sate lets 

The fact that attempts by the people to save more may lower the 
level of economic act vity—and total saving—4ed some overzealous econo 
m sts of the late 1930s to suggest that thnft was probably a harmful thing 
in an advanced economy These economists labeled this seeming paradox as 
the paradox of thrift and advanced pit^rams for discouraging attempts to 
save The judgment of these economists as is now known was premature 
As you will see m later chapters instability can also result from a pro 
pensity to save that is too low relative to the rate of creation of new 
financial instruments 

It IS probably best in a free soacty to leave to the people the de 
termination of the amount they want to save Moreover it now seems com 
pletely unnecessary to attempt to influence the propensity to save since 
governments today have powerful tools with which to control the rate 
of creat on of new financial instruments as you will see in Chapter 15 

This seeming paradox rather than implying that thrift is harm 
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ful, shows how important it is, when attempting an analysis of the forces 
affecting the level of economic activity, to distinguish between the actual 
savings created during any period of time and the amount that people 
tiant to save at existing levels of economic activity The two are not the 
same In fact, an increase m actual savings created and acquired by the 
people IS associated with an increase in the product taken by the people as 
well as an increase m their savings, but an increase in the amount the 
people want to save may be assoaated with a decline in both product taken 
bv the people and m savings acquired by the people 

IF THE CONDITIONS REQUIRED FOR 
SUSTAINED PROSPERITY 

The foregoing analysis, which is intended to explain increases or 
declines m the level of economic activity, also provides a basis for stating 
conditions necessary for sustained prosperity 

Even without any complex analysis the general requirement for 
prosperity should be dear The total product taken individually collec* 
tivel} and by the rest of the world plus the product wanted by business 
ffrms as new productive facilities and as increases m inventories, must be 
sufficient to employ the entire labor force with an allowance for 2 percent 
to 4 percent of the labor force being betiveen jobs, or otherwise unem 
ployed 

The total product must increase every year in order to provide for 
full employment This is necessary because, as you saw in Chapter 12, 
there are annual increases m the labor force and in productivity 

In addition, primary reliance is upon business to provide the people 
with the amount of savings that will satisfy the propensity to save at full- 
employment levels of economic acUvity If government units issue financial 
instruments because of budget deficits, ot if the rest of the world issues 
financial instruments because it takes net product from the United States, 
the required level of business investment will be less If governments have 
surplus budgets, and/or if the United States lakes net product from the 
rest of the iiorld, the necessary rate of business investment will be greater 
If the rate of creation of finanaal instruments falls below the amount the 
people want to save at full employment, there «ill be a recession 

^ince business firms build productive facilities on the faith, hope, or 
carefully made prediction that more product sviH be taken from them in the 
future, another condition of sustained prospenty is that administrators be 
lieve that the product taken in the future will be sufficient to warrant 
business imestment at the rate required to satisfy the people’s propensity 
to sa\e at full employment 

This statement of conditions required for sustained prosperity should 



248 ECONOMIC I>ROCESSES-THE LEVEL OE ECONOMIC ACTIVITY 
show how fragile the economy’s stabili^ may be at full employment If the 
product taken by the people does not conform to the expectations of 
business administrators (or if the people become more interested m saving 
than the administrators had antiapated), unemployment will develop and 
spread But unemployment will also develop if the people do plan to 
take more product but businessmen believe that they will not 

Administrators deade to expand facilities on the basis of an antici¬ 
pated demand greater in the future than today, not on the basis of today’s 
demand for product It is self evident that they have, at the very least, 
enough facilities to produce the product that is currently being taken 
Unless the) can see a future of rising demand they will not build 
facilities today ^Vhen administrators view future sales prospects dimly 
and reduce investment it docs not matter whether their estimates were 
right or wrong, the people tvill take less product, unless government policy 
prevents the decline that the reduction m investment would otherwise 
initiate 


A Final Word Savings and Debt 

The analysts of this chapter alloivs a direct assault on a common 
area of confusion There is a widespread notion that debt—what you “get 
into” when you issue new finanaal instruments—is associated with bad 
times” instead of ‘ good times ” This is a serious error, for it is the very 
opposite of the truth 

Such thinking undoubtedly derives from the fact that many indi¬ 
viduals will not borrow unless there is some emergency, as, for instance 
when a job is suddenly lost or when there are unexpected medical expenses 
Some debt may in this manner, actually be associated with hardship But 
of the total indebtedness of the economy—well oier $1 trillion *—very 
little can be associated with hardship 

Some of this trillion dollars of indebtedness is to be associated with 
the ‘public debt, that is the indebtedness incurred by the federal (not 
state or local) government when it operates with a deficit budget But the 
greater part of our total indebtedness represents the acquisition of facilities 
of various sorts parks, courthouses and schools acquired by state and local 
governments, plants machines, and inventories acquired by business firms, 
and new residences acquired by home buyers What is classified as “con 
suraer debt constitutes only about 5 percent of total indebtedness and 
most of it IS incurred upon the purchase of new automobiles and appliances 
Thus the greater part of debt must be associated with increases in the 

* Total value of promisej issued by Amencaa businesses individuals and 
eovernment units but not including net worth type financial insliumcnts issued 
which would if included raise the total to about (1S trillion 
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TABLE 13 1 

NET PUBLIC AND PRIVATE DEBT 1929-1963 

(billions of dollars) 



< fuuicltldtbcisdcbt ovtil W btnk*(lwponti«dii(we*TT7[ni Kcuxltlei eustomeri dtbt to broken 
•Bd debt owed to Ute Insuruia compuilesbypollcrboliler*. 

I PreUminer? estimote^ 

SOURCE Council of Economic Advisers Aimtial Refart 1964 which drew data 
from Commerce Department Treasury Department Board of Governors of the 
Federal Reserve System and Federal Home Loan Bank Board 
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nation’s capital—whether business capital goods, public (government) 
capital, or individual personal capital Such capital acquisitions do not 
reflect "hardship ’’ 

Those who mistakenly assoaatc debt with hardship often compound 
the confusion by suggesting that while increases in total indebtedness are 
‘ bad,” increases in the savings of the people are “good ’’ These people think 
of the nation as a family and follow the old Puritanical wisdom that debt 
for a family is a sign of moral weakness, while thrift is a sign of character 
While these people, you, and anyone else may be permitted to judge per 
sona! character by any yardstick they choose, they arc not to be permitted to 
confuse a family with a nation 

For present purposes, the mam difference between a family and a 
nation is that the former, when it saves, acquires financial instruments 
from others, and when it borrows, borrosvs from others; but for a nation, 
espeaally for the United Slates, borrowing and saving reflect internal re 
lationships This means that, in the United States, total savings cannot go up 
unless total indebtedness also goes up The analysis of this chapter, and of 
those preceding should show that if savings is to increase, so must m 
debtedness, for it is the creation of finanaal mstruments-^mostly borrowing 
~that provides savings for the people to acquire If there is to be prosperity, 
savings must increase, and so must total indebtedness 

Some individual firms, government units, and house buyers may 
reduce their debts but—to maintain prosperity—other business firms, gov 
ernment units, and house buyers must increase theirs by a greater amount 
Without an ever-mcrearing mdebtedness /or the whole economy, it will 
be impossible for people to acquire enough savings to satisfy their full 
employment propensity to save 

The historical record bears this out Debt is clearly associated with 
good times, rather than bad Total indebtedness always increases, during 
recessions the increase has slowed down, and during periods of prosperity, 
the increase has speeded up The only time in the last forty years in which 
the total indebtedness of the American economy has actually declined has 
been in the blackest days of the Great Depression 

Of all the tnllion dollars of the American total indebtedness, no 
part IS more controversial, nor, it seems, more misunderstood, than the 
30 perernt or so issued by the federal government, called the public debt 
The public debt, being the part of total indebtedness most directly under 
government control, has an extremely important role to play in federal 
stabiliaation policy It is to that role, and to the public debt itself, that 
the discussion will turn in Chapters 15 and 16 The next chapter, however, 
reviews the major theme of this book so far—macroeconomic relationships— 
before turning to the important question of policy 
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MACROECONOMIC RELATIONSHIPS 
IN PERSPECTIVE 


In the first thirteen chapters of this volume, you have been introduced to 
the structure of the Amencan economy, from the aggregate or ‘ macro- 
economic” standpoint, and have been shown one of the major sources of 
potential instability m this or any other highly organized, interdependent, 
industrial society In the next chapter, and in most of the remaining chap 
ters, attention is turned to the problems of formulating and executing 
government economic policy, especially that policy concerned with the 
instability problem 

This chapter stands as a breathing point Its purpose is to sum 
marize and bring together the fundamentals of macroeconomic relation 
ships as set forth in the earlier chapters, and to anticipate on the basis of 
the same analysis iihat is to come m the later chapters 

By now it seems clear that the major analytical problem concerns 
the relationships among the four sectors of the economy, and especially the 
financial relations betivcen the people on the one hand and the other three 
sectors, as issuers of finanaal instruments for the people to hold, on the 
other This chapter concentrates on that relationship 

I THE FRAME (FORK 

Tbrt. Hyi-wdi, bTWwcttwi'R. vA •m I’ra vAcf ibiap- 

ters does not apply to all economies, but it applies to a broad range of 
economies, not only that of the contemporary United States 
In general, it applies to any economj in which 

1. What a person is paid is equal to the value of the product he 
251 
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creates, so that the value of any product is determined to be equal to the 
value of the services employed m creating it 

2 Providers of ownership service arc paid for their services an 
amount deemed equal to their contribution to the creation of product 
Ordinarily, this requirement involves pnvate property 

3 Owners of net worth receive the ' residual' share—profit or loss 
—equal to the value of the product created minus the payment made to 
others on the basis of prior arrangements 

Such a set of rules implies an economy that operates as described 
in the following pages of this section 

Creation and Destruction of Claims 

Production is organized, implicitly or explicitly, into production 
groups which consist of all types of o^amzations to which people provide 
services and from which people take product, including groups with 
pmafel} held net worth (businesses whether proprietorships, partnerships, 
or corporations), groups with net worth held in trust (churches, private 
schools and mutual' financial institutions), and groups with net worth 
held (ordinarily with no stated value) m common (government units) 

Productive services are provided onJ) by the people Hence tl 
people go to a production group and create a product worth $20 000 (as 
determined by selling the product for $20 000), these people have a claim 
to the product, or to $20,000 worth of other product As shown in the 
following T account the creation of product itself results m the creation 


of claims held by the people 



PRODVCriON GROUP 

THE PEOPLE 


Holds Issues 

Hold 


Product Claims 

520 000 520000 

Claims 

520 000 

(I) 


Three points may be recalled in connection with this reasoning 

1 Claims are created at the same time the product is created, not 
at some later time In the first instance, the claims will probably consist 
of obligations to pay money to those who provided services Later, the 
people may be paid m money, which will constitute a claim to product m 
general but the production group will still have a speafic claim against it, 
perhaps in the form of a promise issued to someone 

2 The value of the product created by a production group will not 
be (necessarily) equal to its total sales but will instead be equal to its total 
sales minus its total purchases of ingredients and other product created 
by other production groups The value of the product created by a firm is 
equal to the value added by it to some product bought by it 
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3 As T account (1) shows, the o«/> way a production group may 
become entitled to hold product i$ to issue some kind claim to the people 
(although, as you know, the people may not hold the very same instrument 
issued by the group, since there may be for example, financial intermedia 
tion) This IS so because firms do not create product Rnd hence have no 
claim to product, only people create product—and only, then by making 
arrangements with people can Arms hold product * 

At this stage you are concerned with people aggregate not 

with individuals or particular groups of people The people as a whole 
contribute services and create product worth $20 000 hence $20 000 
worth of claims are created and issued to the people a* R whole When the 
people take the product, the claims disappear The product is wiped from 
the record, since it is assumed to be consumed All the figures in T account 
(1) become zeroes 

Similarly when people go to production group 3"*^ create product 
of all kinds claims are allocated to them equal to the value of the product 
created Each person who contributed services to create product has a 
claim to product of t^ual talue to the product he has created He does not 
have to take the same product he has created When people as a whole 
take all the product created, all the product is wiped ^rom the record and 
all the claims are destroyed 

Product Not Taken by the PeOpif 

But under ordinary circumstances, the people do not lake all the 
product they have created, because they do not want to They want to keep 
some claims And under ordinary circumstances, production groups as a 
whole do not want to surrender all the product to the people They want to 
keep some product, either as mvcntorj of ingred'^nls, partly finished 
product, finished product, or productive facilities In this case, some of the 
claims are not used by the people and are not destroyed, and some of the 
product is kept by business and not wiped from the record 

Thus far, ignoring the influences of government and the rest of the 
world, the claims held by the people are alwajs c^oal m value to the 
product held by production groups Indeed it is the faCt that the people hold 
claims that permits production groups to hold product > and it is the fact that 
production groups hold product that permits the peopl® hold claims 

^Actually, any businesa (trm could bold any only product—only 

by making some kind of arrangemroL by Msumg lome kit’d of claim The enure 
' fight side ’ of a firm • balance sheet—liabilities and net wo''>h—must be considered 
as a set of arrangements that permits firms to hold assets litre we are concerned 
only with the firm s ability (o bold product and it is worth noting that the claims 
issued by firms and held by the feaple will be equal to 'he amount of product 
held by firms 
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Some Depmttons 

TTie analrsis thus far ptes ns» to «ora- common concepts whicJi it 
■would br well to identifr at th s po at. 

\Mien product is created and kept br production groups there is 
said to be investment" (or “real imestiuent ) for the economy as a whole. 
Intestmevl dunng ant penod of time (for ctample for a year) wnll be 
equal to the value of the product added to the assets of producticn groups.* 
\M)en claims are created and kept br the people, there is said to be “saving 
(or fmanaal savnng") for the econoniT as a whole. Sntnfs dunng 
anr penod of time (for ecample for a year) -will be equal to the increase 
in the value of claims held far the people. Ignonng the eficcts of govern 
ment and the res* of the world saving and investment during an} period 
of nm- must be equaL 

The total product of the economy dunng any period of time (sudi 
as a rears nt national product) will be equal to the total prodoct created 
tn production groups dunng that penod of tune, whether it is taken br the 
people or kept br bvisinesses. The liiel tntemr of the economr wHJ be the 
total incom* of the people. It oav be looked at either as the sum of (1) the 
product taken br th* people dunng that rear and (2) the increase in 
the value of daims h*ld br the people dunrg that year (that is product 
taken plus savings acquired) or it may be looked at as &e total value of 
clamta c*ea ed and issued to the people dunng that vear wheth'r kept bv the 
people or not. Thes* two are of course the b*czuse the claims issued 
to tie people dnnrg the year ether mar be used to take product or mar b* 
held. 

Smee di* creation of product results in the creation of cla.ms of 
equal value, total product and total income, as defined in the preceding 
paragraph, mus* incv’tably be cquaL 

Product Taken CoUectfelj 

■When th* people take some part of the product they have created 
lh*v mar tzV* it ind viduallv as described above, with md vndual house¬ 
holds givmg up r1 a m» to pmducDon groups in exchange for p oducl or 
they mav take il collecnvelr 

"When product is takm collecnvelr it is purchased from production 
groups br govemmeEt tmits (or created brgoremmeol production groups) 
and as usual, when the product is created rla.m;. of equal value are 
created and given to those who have creamd the p oduct. If S20 000 worth 
of public sJjooLng is created those who have provided the services to 

^ from CLaptcr S t^ai reft&dciiDat bcSdifigi are tftonght of ai beloogiDg 

to prod nm oii grocpi, lo isrestzsmt a.»o mefodes sew bosrisg coaimncDoiL 
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create this product m the form of providing teaching services ownership 
of school bonds creation of blackboard erasers and the like will be alio 
cated $20 000 worth of claims 

Government units may choose at their discretion (or at the dis 
cretion of the people acting through elected representatnes) how manj of 
these claims will be destroyed In the simplest case that of balanced govern 
ment budgets all the claims created when the product was created will be 
destroyed when the product is taken collectively When $20 000 worth of 
public education is provided taxes equal to $20000 will be levied In this 
case there is no change in the amount of cla ms held by the people Their 
aggregate savings neither increase nor decrease 

Government legislators and administrators may instead decide to 
leave some of the newly created cla ms with the people and to have deficits 
in their budgets In this case taxes will be levied at an amount less than 
the value of the product A $5000 defiot would imply that $15 000 worth 
of taxes would be levied and that the peoples savings would increase by 
$5000 

Or the government may operate at a surplus destroying more claims 
than were created when the product was created Taxes are levied at an 
amount greater than the value of the product A $5000 surplus would imply 
that $25 000 worth of taxes would be levied and that the people s savings 
would decline by $5000 

Thus the savings acquired by the people in any year will equal the 
value of investment plus government deficits or minus government sur 
pluses The existence of a government deficit or surplus has no effect on the 
way total product or total income is counted All the product created is 
counted in total product regardless of whether and to what extent the 
product taken collectively is financed by taxation 

Product Taken by the Rest of the fVorld 

Product may be taken or provided by and financial relations 
created w ith the rest of the world 

In the aggregate the rest of the world essentially pays for product 
taken from the United States by providing the United Stales with product 
(and vice versa) Should the product taken not be equal to the product 
a. ^/tnatvrJi nVftfitirftVnp -w/A kie creiori ki t’ne rest o'l t'nc world 
takes more product than It provides It will pay for the rest of the product 
by issuing claims to Amencans If Americans take more product than the 
United States provides claims will be issued to foreigners 

As a consequence the savings acquired by the people in any period 
of time w ill be full} accounted for by investment by product on groups net 
defiats of government units and net product taken by the rest of the 
world 
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SO much on how long the product will be held as it does on other factors 
such as who will control the pohaes of the group 

The common characteristics of all types of claims these groups will 
issue in order to hold product is that diev are restneted Holders cannot 
them at any production group they dioo«c but only at the issuing 
production group and virtually all of these claims ate restneted in terms 
of time as well «o tha*- the holders cannot present them for money or 
product, until a certain speafied date.* 


The \eed for \Ioney 

In cfect, production groups pay for product by creating ard issuing 
restneted claims against themselves Xhe people prosnde services to create 
the product and the people (m the aggregate) receive payment m the form 
of restneted claims 

But you saw in <eccoa I that when trdmduala provide services to 
create product at a particular producctoo group and receive claims etjual 
in value to the product thev created they are enabled to u«e these claims to 
tiie 6tktr product created bv other production groups Thus when a person 
provides se rv i ces to a production group he will not want to be paid with 
a restricted claim. There i> a need for an unrestnet^d or general claim 
which can be used immediately or when desired to take product from any 
production group There t> a need for money 

The simplest wav in which the itoanaal system fulfills this need is 
for a produenoo group to issue a restneted claim in the form of a promise 
either short term or long term to a commeraal bant. The commeraal 
bani ifl turn issues a checking a-couat to the production group which can 
then use the merer to pay those who hare provided semces to create the 
product. 'When the product held by the production group is crentuallp 
taien by the people so that the group once again has money it repays its 
bank loan ard both the money and the onginal pronuse dsappear 

Tie morctaiT system which includes both the commeraal banks 
and the Federal Reserve banks monetmes a wide vanety of assets other 
than the prom xs issued to them by busmen firms Prom scs, in the form 
of bonds tray be issued br business firms and sometime later be acquired 
bv commeraal banks. Government proouses may be acquired bv commeraal 
and Federal Reserve barks Commeraal banks mav alw acquire and hence 
moretize promises of house buyers and of the people Federal Reserve 
banks rroretize gold by acquiring ^Id cemreates issued by the Treasury 


* «onie ihort term notes nx Ua^age to the e«e« liat tie borrower *promi5ee 
to par OQ (di e> er *c JfmsxJ tie sum of (amount) bat tie pirase is 

laterpretii as a form of protevnon for tie lender and give* a ngit cot com 
monlr eaereised. There are however Mine “demand ootes" these are soli re- 
itTic*ed howerer la the sense that tier cannot be presented to anv prodnenon 
yroo? b» tie holder but on t to the nsner 
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when the latter acquires gold All these transactions involve monetization 
of a nonmoney asset 

Because as a result of these transactions, the people «ill always 
hold a certain amount of money, production groups (and other issuers of 
financial instruments) can get money without issuing a promise to a money 
issuing bank All the issuer has to do »s issue a promise or share of net worth 
to a holder of money To the issuer, issuing a financial instrument to a 
commercial bank and issuing a finanical instrument to a money holder have 
one important thing in common they both provide a means by which a 
restricted claim may be issued to allow the group to hold product, while an 
unrestricted claim—mone)—may be given to those who provide services 

In practice the amount of money the monetary system may issue is 
limited by Federal Reserve controls The amount of checking accounts the 
commercial hanks in aggregate, may have as liabilities cannot exceed a 
certain multiple of the reserve account they own Both the size of the 
multiple and the amount of reserves owned by the commercial banks are 
determined by the Federal Reserve officials These controls do not limit 
directly the amount of ItnJing commercial banks may do, but only the total 
amount of assets they may own 

Other Ftnanctal Inlertnediaries 

Commercial banks are a type of finanaal intermediary Financial 
intermediaries are organizations whose principal assets are financial instru 
ments which they hold m order to earn revenue, and whose principal 
liabilities are some kind of account The major assets of commercial banks 
are promises issued by private businesses, government and house buyers, 
their major liabilities are checking accounts, and, secondarily, savings 
accounts 

The important role financial mtermedianes play is to allow the 
original issuers of financial instruments to issue restricted claims in a form 
appropriate to their business needs while allowing the people, as ultimate 
holders of financial instruments to hold instruments more appropriate to 
their own neds As you have just seen, such transactions at commercial banks 
permit issuers to create and issue restneted claims and permit the people 
and other businesses to acquire money The role of financial intermediaries, 
in general, is to ‘transform” financial instruments from one type to another, 
just as commercial banks ‘ transform” promises by “monetizing” them 

Among the other types of finanaal intermediaries are savings banks 
and savings and loan associations, which acquire the promises of house 
buyers and issue savings deposit accounts, life insurance companies, which 
acquire government promises, corporate promises, and promises of home 
builders and issue the “cash value” part of your life insurance policy, mu 
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tual funds whidi acquire 'hares of net worth of corporations and issue 
shares ot their own net worth as accounts and pension funds which acquire 
pronai'es ot corporations and government units and I'sue nondemand ac 
counts providing tor speafted annuity payment' at a certain age home 
pecpie 1th- to think of the soaal secuntv program as tailing into the last 
pension turd category although the description ot •>ocnaI secTintv as a 
tinancnal ntermediarv is open to dispute 

The Institafon^ in P<rr-pe(.nzc 

In sum the increase in the amcunt tf peoples savings in anv vear 
IS accTiunted tor b\ investment bv bu-une^s hrtns net deficits i, plus or minus) 
ot government units and net product (plus or minus) taken bv the rest ot 
the world The institutions described in this section nil tile need tor a means 
ot establishing and mamtaioing the financial relationships involved in the 
creation bv the three sectors and the acquisition bv the people of 'Uch 
savings 

There are other institutions not othcnvise mentioned in this section 
which aI«o help fill this need Investment banks help businc*«s hrms and 
state and local govenunents create and place with holders original restricted 
financial instruments in the form of bonds and «om«tiines shares of net 
worth Brokerage firms (and orginuaticns of brokerage hrms tn stock 
exchanges) bond dealers, and other institutions aistst in the job of trans 
ferrmg existing finanaal ip^truttients There are in «hort organued 
financial “markets’—both prtmair markets where original issuers can 
find buvets for onginal financial instruments (including negotiated prom 
ises acquired bv finanaal inrennedianes) and secondary ’ markets, where 
holders of finanaal instruments can sell the^e instruments in order to get 
money or another type of finanaal instrument. 

These institutions do not alter the fundamental framework described 
in section I Neither is this framework altered in anv wise bv the existence 
of problems of insrabdity to be descnbed in the next section 

m THE I^STABlUTr PROBLEM 

It is true that the increase m the people s savings in anv penod of 
time IS equal to the amount of business investment plus defiats (or minus 
surpluses) of government units, and plus net product taken bv (or minus 
net product taken from) the rest of the world. The fact that this statement 
ts t-ue dees not iraplv anything about the atttudes or intentions of the 
pecpie or of thc'c who make dectstors in the otiier three sectors 

The amount of savings the people teaxf to acquire at any level of 
retal iceeme mav diverge from the ansoiutCof new finanaal instruments the 
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Other three sectors may uent to issue at that same level of income. A diser 
gence of plans among the people as acquirers of neTvly created finanaal 
instruincnts, and business, gmemment, and the rest of the world as issuers 
of newlr created fnanaal instruments will lead to instahil ty In particular 
should the people want more sa\in^ (at any particular income lesel) than 
issuers want to issue, the consequence will be a decline in the level of 
econom c accvitv 

The deebne will continue tuiol reductions in total income hare 
mduced the people to rmse thar savings plans downward enough so that 
the amount of sanrgs actuallv created satisfies their (new) sanngs desires. 

An approximation of the ertent of the dedme is furmshed by the 
concept of the multiplier obtained by taking the reaprocal of the marginal 
propensitv to sai e. The difference between the amount the people want to 
save and the amount of new finanaal instmtnents created is multiphed by 
the tnulopl tr to get an estimate of the extent of the decline in total income. 
Th» question being asked is this How great a decl ne in total in»me is 
nrassarv for the people to revise their savings plans downward enough so 
that thar plans are actuallv realized that is, so that the amount of sew 
savings created bv busines iniestment, goremment defiats and net product 
taken bv the rest of the world actuallv equals the amount people now plan 
to save* 

For instance, if buanes iniestroent is 30 govemment defiats are 0 
and net product taken bv the rest of the world is 3 smngs actually created 
will be equal to 33 If the people want to acquire +0 wor^ of sanngs there 
IS a d vergniee of 3 How far must total income decline before people 
actuallv want to saie 33’ With a marginal propcnsirv to save of and 
hence a multiplier of 2 total mcome would dedme bv 10 before the people 
would want to save 33 

Th.s analvsis has given nse to the concept of an equHibnum with 
respect to total income. In general equilfimuai means a bilanang between 
opposing forces, with no tendcuev toward change. In the present context, 
“do tendenev toward charge would mean that the amount people z.ani to 
save IS equal to the amount tbev ant save. It would mean that investment, 
government defiats, and net prodoci taken bv tie rest of the world would 
together satisfr the people s prop en atv to save. 

The notion of equlibnum does not implv prosper : tv or full cmplov 
meet. There obnouslv can b* rqnilibnmn at anv possible In el of income, 
]i.st so long as die savings plans of tie people are satisfied.^ 

Tie cDe-ence of an e7uilS>nc*ii in total lacont doe« dot necesiarUe impIv 
tiai there can te s* change in tOTaJ uninu e. bot ddIv that at tie present there 
u no dirergrnce between tie plant of usjm and die plani of holder* of fcaticial 
uMmunemi, and hence a divergener between the plain of tie two groop* cannOT 
be a »Dnrce of change. Eot. for instance, if there are t mill on per»onf oDemploved, 
yon can be certain janrth eg is to idias?e (if enJv the poliacaj parrr la 

power) becanse cnemplojTnent of S auuion personi u regarded as intolerable. 
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IV THINGS TO COME 

The iniljsis already prestnteJ suggests some of the treatment to be 
j.i\en m hter chapters to such subjects as the role of policv in a decline m 
the leiel of economic activity the explanation of some t\pes of inflation 
what 1 o1k\ van do about tl esc tapes of inflation and even some important 
factors relating to the rate of growth of the evonomj 

RtCt*fiOH and Policy 

If the major source of instabilitr is the possibility that at a full 
employment level of total product the people will xiant to save a larger 
amount than they ran save because new financial instruments created bj 
business government and the rest of the world are not sufficient to satisfy 
the propensitv to save at full employment proper antirecession policy in 
valves creating more finanaal instruments 

Antirecession pol c) is directed toward this objective m two general 
waj-s Fint as you will sec in Chapters 15 and 16 the federal government 
can Itself create more savings by changing its budget policj—by reducing a 
surplus or increasing a deficit The government budget itself is the major 
policy instrument for affecting the level of economic activity 

The federal government can also encourage the creation of more 
financial instruments by attempting to encourage more business investment 
This can be done in a number of ways such as by changing the laws govern 
mg international investment transactions changes m tax laws and so on 
but the most important effort m this direction involves monetary policy— 
changing the size of the money sujply which as you saw m Chapter 11 
results m a change m interest rates and other terms on w hich borrow ing and 
lending takes place The main pcesutuption of antirccessioci monetary 
policy which will be scrutinized in Chapter 17 is that reductions in interest 
rates may encourage more investment by encouraging more business borrow 
mg 


General Infiation 

As ycu hue smt when the pmpfe want to save more (flan issuers 
of financial instruments want to issue one result is that all sectors try to 
take less product than is created and a consequence is a decline m the level 
of economic activity ^ou have al o seen that an antidote is the creation of 
additional financial instruments which has the effect of raising the level 
of economic activity 

If resources including labor arc fully employed and if the people 
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want to sa\e less than the issuers of finanaal instruments want to issue one 
result IS that all sectors trj to take more product than can be created The 
result IS expansionary but since the economy cannot in general expand 
output (since resources are fully employed), the effect is liable to be a rise 
in the general price le\el Inflation then can result from a set of causes 
that IS preaselj opposite to that responsible for a decline 

As jou rvill see in Chapter 18 ssherc the subject of inflation is taken 
up the importance of this kind of analysis can easily be exaggerated Over 
creation of financial instruments relative to the people's full-employment 
propensity to save docs not explain all increases in the average level of 
pnees just as undercrcation of financial instruments does not explain all 
unemployment but only the kind described as cyclical 

^VTien this kind of general inflation” docs take place the appropn 
ate poliaes of government are precisely the opposite of those for counteract 
ing cyclical unemployment Governments must effect a reduction in the rate 
of creation of financial instruments either by reduang their own deficits or 
increasing their own surpluses or by changing the terms on which private 
finanaal transactions take place m such a manner as to discourage borrow 
ing for buying purposes Note however, that the overall effect of such 
poliaes IS contractionary if they were undertaken in a noninflationaiy 
arcumstance they would probably result in recession and unemployment 
Thus It 18 important that these poliaes not be follow ed when the price level 
IS nsing for some reason other than overcreation of finanaal mstruments 

Economic Growth 

Economic growth is a highly complex and at this point little 
understood process it is impossible in this summaiy chapter to shed much 
light on the subject which will be examined m some detail in Chapter 20 
But It is possible to note that the stability <{uestions discussed so far are 
closely related to the requirements for growth Perhaps the most important 
wai in which these two are Iinled »s through the subject of investment. 

The significance of investment from the point of view of stability, 
IS that It provides savings for the people because the people do not want to 
take all the product they create but want to save, it is important that they 
be given something—finanaal insfniments—other than product for their 
services From another point of v^cw, you can say that because the people 
do not want to take all the product diey create, it is important that business 
want to keep part of the product. 

But investment does more than create finanaal instruments It in 
creases as you saw in Chapter 5 the real Capital of the economy—its pro¬ 
ductive faalities and its inventories Increasing the capital of the economy 



MACROECONOMIC RELATIONSHIPS IN PEHSPZCTVrz 253 

IS, in gerffral th* sara" thing ircreas eg its productive capaatr * Irrves* 
ment l> very important, th'm ir th* growth of an- etajromv 

You turn cow to a detail-d ctani.n2Con oi these subjects—or ane 
recesroo policy inSaCon and arnmEatior policy growth ard related 
matters concerning tno'e L S ecorotr c insctutiona Tt* advance look at 
these subjects was oSered in thA chap'T rot so you ran t"el tha* you have 
alreadv mastered these 'ubjects but «o that you will contm-all" relate th* 
discussion ot the next six drapters to th*- tu-datr^ntal analv^u presented in 
the first part of ihj text. 

•* lacreuin? capital u cot. howerer tie •alf wit of tnir'eiixas ti* pro- 
dartiTt capacitr of ti* *eonatn» For iiutacee teeiaofogjcal eiac?* perainia? tie 
EEore tficient uie of eiiitmg labor aad eapiAl it a-to eitrem'Iv enportaa* in m 
ereajicg tie prodacure capacitr ^ ecococir 



15 


THE ROLE OF GOJ^RMIENT 
IN THE LEJH:L of 
ECONO mc ACTHHTY 


EftocaBjr iftJWJr as iDfurjmJ is swor wjj-j deaxms br or 
throT.gh pobtical mstitutiocs. Part of Anenca’s production and distribution 
25 camod sa diroctir br garmaat agaaa. In tbe pnratt sector, some 
types of economic accntr are expressir prohibited bj law (narcotics sa]es, 
and the like) while others are stnctlr regulated bj statute or br admimstra 
ere control br gorermno't units (iinasex, ccousunia&ons and so on) 
Some iipes of garemment aconoes are undertaben almost solely to tnfiu 
ence economic acontr, examples are rent control, federal farm programs, 
protecOTc tanfis, and utibtr rate regtilatioa. Other gprerament activities 
in2i.ence economic acontr only as "bv products” of achieving other objee 
tiTcs examples arc the prohibition or regulation of the sale of alcoholic 
beverages bv the state, the drafting of men into the armed forces, and 
in-.TT.gratioa laws, none of wh-di arc ordinarilv regarded as «peafical]y 
' economic aennnes of government. 

This diapter will be concerned piuuarilT with onlv ckic tvpe of 
government inSucnce—that upon the lertl of economic acnvitv In modern 
government practice, thi« infiuence operates majJv through the mstmincm 
of the govcinment hjiigit The amount of product taken collectively 
through governmait units, and the amount of tax revenue coIIe«cd by 
governments, have become such a laig* fraction of the United States total 
product that budget police has an enonnons inSuence upon the level of 
economic arovatv for tic countrr as a whole. 

The use of gove r nment budgets for «tabilizaQCin purposes has been 
given th* name fiicel pthey Bclore tuimng to anUreccsson police, it 
is well to discuss bncSj some of die major issues involved in the broad 
question of government spmdit^, and to cnnsideT brieflv the 
wfadi budgets arc proposed and enacted in practice. 

2&i 


manner 
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/ ECOXOMIC Fr\CTIO\S OF THE BUDGET 

•\t one titne go\eminent bud:;et^ were seen to have onlr one func 
tjon thev served a> a deci» on mtkinjj tool for determinins the quanntv 
and trpe of produk.t to be taken collectivclr Xhe public sector vvas seen to 
be economicallt analo^u> to the private sevtor .^oods vrere purvJia>ed and 
paid for vnth tax receipts, \ cardinal prinaple vra» dev eloped out ot this 
limited concept of the government budget budgets must alvvav> be bal 
anced—that is, that product taken collecovelv bv the peviple alwavs be fullt 
paid tor through taxation The pnmarv cvintroversv at this time involved 
the type of tax system to employ Some argued that taxes should be levied 
according to the cbtlitf to fax which suggested that those with higher m 
comes or greater accumulated wealth should pav more txxes than those vnth 
less.. Others argued that the public sector would be more in line vvnth the 
pnvate sector it txxes were levied according tvi the benefit referred from 
government expenditure^ 

Neither of the^e conflicting txx pnnoples vaelded any clear-cut pohcr 
proposals, and tho controversy is <till with un For instance if taxation is 
to b« based on the ability to par does thi» imply proportional txx rates 
(ererrone txxed at the same rate so that the more wealthy pay a higher 
dollar amount of txxe«) or a graduated progressive tax system (m which 
higher incomes are txxed at higher rales as well a* higher dollar amounts) ’ 
MTio, on the other hand are the pnmarr benefioianes of collecmely taken 
product if the benefit pnnople i> to be employed* Some have argued for 
instance that national defense expendituies benefit primarily the lower 
income groups, since they are least able to defend them-elv es {an argument 
seemingly inappropnate to the atomic age), others have argued that na 
tianal defense benefits mainly the wealthy, since they have more to lose m a 
destructive war (also seemingly inappropnate today, since more than ever 
before avalian liv es and not just property arc at stake in wartime) 

Even though neither of these taxation pnnaples yields unambiguous 
policv Cl nclusions it is not hard to point to txx system employed today that 
are based on one or the other of them Federal and state income txxes 
progressive m impact seem to be based on the ability to-pay pnnaple Gaso¬ 
line txxes on the other hand onlinanlv earmarked for highway construc¬ 
tion and maintenance, fall upon taxpayers roughly in proportion to their 
use of the roads and thus seem to be based on the benefit pnnaple. 

Early economists were aware that budgets could be employed for 
purposes other than for tahng product collectively The government's 
power to txx gave it a strong instninient for income redistnbution if the 
soaetT thought income to be mequitidily di<tnbuted But most early econo- 
mi ts would have agreed with Nlalthus who more than a hundred years 
ago wrote 
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Yet taxation it a stimulus so liable in etery way to abuse and it is 
so absolutely necessary for the general interests of society to consider 
pritate property as sacred that no one would think of trusting to any 
government the means of making a diSerent distribution of wealth 
with a view to the general good ^ 

While there is still some resistance to utilizing the taxing power 
of government for redistnbut ve purposes there is today sufficient consensus 
in advanced countries that income redistribution must be considered the 
second major function of government budgets In the United States income 
redistribution is achieved by means of progressive income taxation and 
death taxes on large fortunes transfer payments to low income groups (in 
the form of relief unemployment compensation and the like) and possibly 
through expenditures such as public education and public hous ng which 
favor low income groups (Other types of taxation employed m the United 
States notable the sales tax are regressive tn impact and tend m effect to 
make the income distribution more inequitable But the net effect of taxation 
by all levels of goiernmert IS m some degree progress le that is redistribu 
tive m the direction of equality ) 

Note the very close Ink between the goal of progressive redistribu 
t on of income and taxar on according to ability to pay Note also that the 
recognition of the budget as a redistributive device did noth ng to alter the 
cardinal principle that government budgets should be balanced—that tax 
receipts should equal government expenditure and transfer payments 

The third ma n economic funct on of government budgets is of 
course stabil zation the ma n subject of this chapter It w as not until late 
in the 1930s that economists began to recognize the strong antidepression 
and ant inflation tool governments had in their budgets S nee World War II 
economists have arrived at virtual unanimity on the necessity of using fiscal 
policy to ma ntain economic stability But this consensus among economists 
has not vet been matched by a popular consensus of pol ticians journalists 
and voters because the proper application of the budget m a period of 
recession requires that government budgets be unbalanced thus violating 
what for centuries had been treated as the first guiding rule of budget 
making 


II THE BUDGET CYCLE 

£7ecis ons on budget pof cj incfiiding slabif zabon ffscaf policy are 
pol tical decis ons in the sense that thqr represent a consensus reached 
among d fferent interests represented in pol t cal institutions The manner 
in which these decisions are readied are complex In this chapter we are 

I Quoted in Jesse Burtbead Gtvernment BuJgti ng (New ^oik John 
Wiley&SoD Inc 19S5) p £1 
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concerned mainlv with the outcome of the budget making process or 
budget cvcle as it has been called \ crt little attention can be given to 
the complex and often technical subject of government budgeting which 
IS a studv in itself 

The budget cvcle can be divided into four more or less distinct 
steps preparation and submission enactment execution and audit 

I PREPAR.AT10V AVD SL BxnssiON It IS a major pnnciple of budget 
mg followed in the (jnited States in the federal government in all states 
and in most muniapalities that the budget be prepared by the executive 
branch and submitted to the legislature In some cases espeaally in most 
countv governments (which have no executive head) a committee of the 
legislative branch instead prepares the budget Budget preparation is a com 
plex task and requires considerable expertness It is at the time the budget 
is prepared that the executive must ponder the major budgetarv questions 
what amount and tv^e of product should be taken collectiv elv how income 
should be redistributed and what bnd of stabilizanon program will be 
required 

In the federal government this first step is initiated more than four 
teen months before the budget is to take effect For instance for the fiscal 
year beginning July I 1967 and ending June 30 1968 (called Fiscal 
1968) budget planning must begin before Apnl 1966 even though the 
budget will not be submitted to Congress before January 1967 

The preparation of departmental budget requests is supervised by 
the Bureau of the Budget which later compiles reviews and in accord 
with presidential policy alters these departmental requests m preparation 
of the final document to be submitted to Congress by the President 

II ESACTMEVT That the authonzabon of expenditures proposed by 
the execubve be a funcfton of the legislative branch of government is more 
than just a budgebng pnnaple it is virtually a requirement in a demo- 
crabc form of government consbtuhng as it does the most important single 
check the legislature has upon the execubve It is a pnnaple that extends 
back to 1215 AD and the Magna Charta 

An approprvations committee of the legislature otdmanly begins the 
process of budget review and it is on this level that the closest scrutiny of 
the execubve s requests is found On federal state and muniapal level it 
IS common pracbee for the legislature to accept with little if any change the 
recommendabons of its appiopnabons committee 

In the federal government the budget is bv tradibon sent first to the 

" The Iwo siaadard norks for those who wiih to explore the subject of gov 
ernment budgeting further are Jesse Bulkhead CQ^ernmenl Badittiaf a compre 
hensive review of budget principles aod practices on atl levels of fovernnieiit and 
Arthur Srnnhiei Tki BtJfilarj Ffreit in the tm uJ States (NewVotk McGraw 
Hill Book Company 1955) an cxamiuatioa of budget practice on the federal 
level with suggestions for reform. 
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Committee on Appropnations of the House of Representatnes This Com 
mittee larger in membership than entire legislatisc bodies at some Imvcr 
let els of gosemment (50 members) does not ordmanh consider the budget 
in anv detail The real pmver resdes in the thirteen Appropriations Sub¬ 
committees (or for the Defense Department budget, sub-subrommittecs) 

The chairmen of these subcommittees svield considerable power 
Since the Appropriations Committee and the House as a whole rarely alter 
the work of the subcommittees it is in these small bodies of six to fourteen 
members that the fate of executive department programs is often deaded 
No bod? in the House of Representatives ever considers or rcvievrs the 
budget as a whole, a fact that has subjected the legislative authonzation 
process to considerable cnbcism be political scientists, economists, and 
experts on public administration 

Invanablr the House of Representatives passes appropnadons bills 
that provide amounts smaller than requested by the President. 

The Senate does not ordmanlv begin its exammadon of the budget 
until the House has completed its work. Its exammadon of the budget, also 
conducted in Appropnations Subcomnuttees is much Ies> detailed than that 
of the House Attention is verr Iikelr to be directed at the cuts made by the 
House in the President's budget “The Senate,” one writer notes, "thus 
tend* to act as a court of appeal, and vnll verr often restore a part or all 
of the reductions made br the House ”* 

In govenurentj mth a bicameral legislature (which includes the 
federal government and all but one of the states), the appropnations bills 
passed br the two houses (if thee differ) must be reconaled br a conference 
committee, and the new bill ansing from this conference must be passed 
again br both houses The bill then goes to the chief cxecudve for his 
signature or veto In some state and municipal governments, the chief ex 
ecudTc has the power of ' item veto”, that is, he can veto (or in some cases 
simple reduce) the appropnation for single Hems vnthout vetoing the endre 
appropnations bill 

III XTXCLTION After the budget »s enacted n sdU remains for the 
Bureau of the Budget to release obligadonal authontr to departments and 
agenaes, a process known as ajqwrtionment of the budget. The entire rear’s 
authonzadon is not apportioned at a single tunc, rather, the amount is 
released penodicallr over the tear in accordance with a time program 
arranged between the Bureau of the Budget and the department involved 
The cxecudre department then in turn "allots’’ to its constituent agenaes 
the amount appordoned to it. 

^leanwhllc, as each appropnation bill is signed credit is established 
for the appropnate department with the Treasurr of the United States 
Departments incur obitgadons (hire emplorees sign contracts) , parrnent is 
made through Treasury account* m Federal Reserve banks 
^Baitbead, •> p 9$ 
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IV AUDIT It IS the responsibility of each department and agency to 
comply with the provisions of the appropriation legislation and depart 
ments hence maintain their own internal chccics and controls on expendi 
tures This control is ordinarily supplemented with an audit procedure 
conducted by an agency independent of and separate from the executive In 
some municipalities and states audit is the responsibility of a separately 
elected public official usually state comptroller who is not responsible to 
the executive head and hence is considered to be an independent auditor In 
the federal government this function is the responsibility of the General 
Accounting Office headed by the Comptroller General of the United 
States which is responsible not to the President but directly to Congress 

in FISCAL POLICY 

The consequences of any given fiscal policy—that is any particular 
taxation and public expenditure program—will depend upon a complex set 
of variables The effects depend in part upon the political and social cir 
cumstances at the time the program is enacted upon the attitudes of busi 
nessmen and opinion leaders toward the program and certainly upon the 
leadership skill with which the desirability of the program is sold to the 
public In short the impact of fiscal policy depends upon a large number 
of factors that are essentially noneconomic m character To give adequate 
cons deration to these noneconomic influences would make analysis ex 
tremely complex In order to keep the analysis simple such factors will be 
ignored in the discussion that follows But the omission of these factors 
should not mislead you Concentrating on economic factors alone makes 
fiscal policy decisions appear to have a direct simple and almost mechanical 
relationship with the level of economic activity It may appear that correct 
mg depression or recession is almost as simple as pushing a button Nothing 
could be further from the actual facts of life in countercyclical fiscal policy 
The level of tax collections and of public expenditures exerts an overwhelm 
ing influence on the level of economic activity but it does not constitute the 
only influence nor do these influences operate in a Uniformly simple manner 

The Administrative Budget versus Total Payments and Receipts 
As was noted earlier, there is an important difference between the 
federal budget whose formulation and enactment was discussed in section 
II, and total government expenditures and receipts The amounts given in 
the federal budget are always less than total federal expenditures and 
receipts For instance in the calendar year 1961 total federal expenditures 
were $102 I billion, in the fiscal years 1961 (which starts and ends six 
months earlier than the calendar year 1961, but is closely comparable), 
budget expenditures were only $81 6 billion The reason for the difference 
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was noted in Chapter 2 the budget includes those items subject to annual 
executive review and legislative enactment, while total expenditures include 
these Items plus such continuing prvgraiDS as social secuntj and highwaj 
construction (both financed through trust funds") 

To underline the difference of approaches, the budget prepared and 
submitted by the administration annually has come to be called the admin 
istrativc budget two slightly different approaches to the total expenditures 
of the federal government are called the cash consolidated budget and the 
budget m the income accounts * 

The question arises as to which of the approaches—the admimstra 
tive budget or total expenditures and receipts —is the important one in fiscal 
policy The answer is that both are 

The administrative budget is important, because it is here that fiscal 
polic} deasions can be made This is the budget that is subject to regular 
review which is most amenable to legislative change It is also the budget 
that IS foremost in the public eje \\Tien people talk, about government 
expenditures or taxes or * the budget,’ jou can be virtuallj certain that 
they are talking about the administrative budget 

But It IS the total expenditures and total tax receipts of the federal 
government that determine the waj m which the public debt changes It 
IS in this approach that jou find the important information—the government 
defiat (and creation of new financial instninents) or surplus (and destruc 
tion of old financial instruments) The effect of government on the level 
of economic activity may be concealed if }ou look at the administrative 
budget for instance the administrative budget ma} be balanced while 
there may be a deficit when all government expenditures and tax recepts 
are considered—and it is this deficit that affects the economy Or the 
administrative budget may show a deficit but there maj actually be a 
surplus when all expenditures and tax receipts are considered 

For simplification in exposition, the important difference between 
the administrative budget and the total payments-total receipts of the 
federal government will be ignored in the remaining pages of this and the 
next chapter Reference will be simply to the budget " But the difference 
IS important, and when jou hear references to * government spending ’ and 
the defiat ’ be sure that the speaker is talking about the right approach 
for the purposes he is pursuing 

Besides the vital distinction between the administrative budget and 
tnta). au/i nl th/t fedfixaL gav,e.cw!»itc>A vs -jan/i'/w 

important distinction that is concealed when reference is made just to ‘ the 
budget’—the distinction between product taken by the people collective!} 
(that IS resource using government expenditures) and transfer pajTtients 

t For a discussion of the differeocet among the three approaches and the 
precise compulation of each, see Ti€ fcassmic Report of tie President 196’ 
Washicglon DC 1962 
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and total product taken declines by a total of $20 billion Because there is 
a recession unemplojment increases the average hours worked weekly 
declines the rate of business failure increases corporate profits fall and the 
index of industrial production shows a drop in industrial activity 

Since the recession originates because a reduction in investment 
brings about a divergence between the amount people want to save and 
the actual rate of creation of new finanoat instruments it is apparent that 
the appropriate government policj must be to create new financial instru 
ments—that is to operate at a defiat Based on the reasoning of Chapter 
13 It IS clear that when the government operates at a deficit and issues new 
financial instruments the consequences will be an increase in the level of 
economic activit) 

This conclusion is correct but the reasons may seem a little unclear 
When bustmstts issue new financial instruments }Ou know that businesses 
have taken more product—that the rate of investment has increased And 
jou knmv that when businesses take more piodact the people will also take 
more product—that there will be a multiplier effect Similarly you know 
that when the rest of the ucrid takes more net product other countries 
will issue financial instruments for Amencans to hold and the Ameriean 
people will also take more product there being once again a mult plier Even 
an increase in the product taken by /he people (a decline in the propensity 
Co save) can initiate an increase in the level of economic activit} It is easy 
to come to the eonclus on that recovery is initiated with an increase in 
product taking by someone 

But It 1$ not necessary that more product be taken collectively for 
the government to operate at a defiar Beginning with a balanced budget in 
which expenditures and taxes are equal a deficit may develop with an 
increase tn product taken collectively or with an increase in transfer pay 
ments or reduction in taxes If for insuncc taxes are reduced with no 
change in anything else a deficit will develop and new financial instruments 
will be issued to the people with no increase in product taken collectively 
And based on Chapter 13 jou know that when more financial instruments 
are issued the lev el of economic activity wnll nse bj some multiple 

What is it about the issuance of finanaal instruments with every 
thing else unchanged that can bnng about an increase m the level of 
economic activity^ 


Tax Reduction 

It has already been assumed that the economy is in a recession 
where a $4 billion drop in the rate of investment together with a marginal 
propensity to save of 0 2 has resulted in a decline in total product of $20 
billion Suppose that the government decides to try to cope with this 
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recession bv des eloping a defiat of billion and that it deades to create 
this defint bv reduang taxes * 

^^'heRe\er product is taien collectively claims equal to the \alue 
of the product are created when the product is created To the extent that 
taxes are lesied these claims are destroyed thus when the budget is bal 
anted all these claims are desrroTfd Bv reduang taxes bv billion the 
go'emment is leaving undeslroved $3 billion worth of the claims that nere 
created when the product was created A tax reduction then increases bv 
S3 billion the new saiings acquired bv the people 

It the peoples <aMngs are increased bv 53 billion how much addi 
Gonal product wall thev take' kou alrcadv know that their marginal pro- 
pensin to sasc is 0^ and their marginal propensitv to consume is 0 8 This 
means that for ei err dollar of increased sasings ther acquire thev will want 
to take consumer product worth 54 00 The people will take n 20 billion 
worth of addmonal product Since the recession imolicd a reduction in 
product taken of billion (a reduction in m>cstment of '•f billion and 
m product taken br the people of Sl6 billion) this increase in product 
taken br the people is just nght. The recession is oser 

Note one important thing WTien taxes were reduced by $3 billion 
total product taken increased by ^0 btlhoa There is a muloplier effect— 
but the multiplier u four \\'hcn the original reduction in imestment of 54 
billion took place total product declined by $20 billion—a multiplier of 
ffse ClearU the mulopLer for tax reductions is somewhat different from 
the orduiarv multiplier described in Chapter 13 

It is not reallv lerv much different. \Mien laiestment fell by $4 
billion product taken bv the people fell bv four tunes as much by $16 
billion The total decline in product taken was $16 btllcon plus the original 
$4 billion or $20 billion ^V^lc^ taxes were reduced bv $3 billion product 
taken bv the people once again changed by four times as much increasing 
bv $20 billion But there is no onginal diange in product taking to add 
to the ^0 billion In both cases the people respond bv a multiple of four 
but m the imestment case the change in product taken bv the people has 
to be added to the onginal change in insestnient while in the tax reduction 
case the change in product taken bv the people is the call change in product 
taken This is whv the tax reduction multiplier is always one less than the 
ordinary multiplier 

forraaf/y, tie ordinary mulbpfier is gi\en 6y 

* Tte BOTcniment must 6m Jeade wh«lier to develop a deficit bj reducing 
taxei iDCreai ng tranifers, or lorreasing rewiuree niing expend rate* or some 
comb nation of these \ dijcui'ion of how such deenions are made is powponed to 
the neil chapter and it is simpiv »»*oraed Aar a tax reduction has been chosen. 
There is an administrative probfera, doc d scussed here in determining just what 
change in tax rafrt is necessary to bnog a reduction in tax rrcri/ti of $j billion. 

The Congress cannot s mply vote to cot Mxe* by J5 billion, but must vote to alter 

existing rates wrinen into law 
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Ordinary multiplier — 


Alarginal propensity to save 


so that with a marginal propensity to save of 0 2, the ordinary multiplie 
five The tax reduction multiplier is descnbed formally by 


Tax multiplie 


_ Marginal propensity to consume 
Alarginal propensity to save 


so that with a marginal propensity to save of 0 2 and a marginal propensity 
to consume of 0 8, the multiplier is only four 

Increase m Transfer Payments 

A deficit could also be developed by increasing transfer payments As 
you will see in the next chapter, transfer payments tend automatically to 
increase and tax receipts to fall when there is a decline in the level of 
economic activity The effect of an increase in transfer payments is the 
same as that of a reduction in taxes Indeed, it is useful to think of transfer 
payments as ‘ negative taxes ’ 

^V^th transfer payments as with tax reductions, there is no "original ’ 
increase in product taking, so the transfer payment multiplier like the tax 
multiplier, is one less than the ordinary multiplier Because this is so, this 
smaller multiplier is known as the tax and transfer multiplier 

In order to raise the level of total product by $20 billion a $5 billion 
increase in transfer payments is required, assuming a marginal propensity 
to save of 0 2 and hence a tax and transfer muluplier of four 


Increase tn Product Taken Collectively 

The government might instead decide to increase its resource using 
expenditures so that the people will take more product collectively Perhaps 
the increase will take the form of highway construction, grants to state and 
local governments for school construction, or a speedup in the exploration 
of space Whatever the product is that will be taken collectively, claims 
will be created (as usual) when the product is created, and the government 
has decided that the claims will not be surrendered by the people when the 
product IS taken collectively 

Because m this case there is an "onginal ’ increase in product taken, 
the ordinary multiplier will apply The government need only increase 
product taken collectively by $4 billion (assuming a marginal propensity to 
save of 0 2) to get the required increase in total product taken of $20 
billion The people will take an additional $16 billion worth of product, 
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this increase together with the $+ billioa worth of product taken collec 
ti\ely provides the $20 billion increase tn total product taken 

The ordinary or product taking multiplier then is more powerful 
than the tax and transfer multiplier With a marginal propensity to save 
of 0 2 It would take a tax reduction and/or increase in transfer payments 
adding up to $3 billion as well as a $3 billion deficit m order to achieve an 
increase of $20 billion in total product taken to relieve the recession 
unemployment To achieve these same results it would require only a $4 
billion increase in product taken collectively and only a $4 billion deficit 
That a deficit incurred by additional resource-using expenditures is more 
powerful than one incurred by changing taxes or transfer payments does 
not nccessanly make it a preferable course of action The deasion as to 
what method to use depends on many factors some of them noneconomic as 
will be seen in the next chapter 

The ‘ Balanced Budget MultipUer ' 

Of course it is not really necessary to choose among a tax cut an 
increase m transfer payments or an increase in product taken collectively 
Some combination of these three can be and usually is chosen to combat 
recessions 

Besides these three there is a fourth way of acheving the same 
result—increasing total product taken by $20 b 11 on—without any defiat 
at all As you will see it is not a very good way 

Suppose the government increases product taken collectively not by 
just $4 billion but by $20 billion The effect of this increase (by itself) 
would be an increase in total product taken of five times as much or $100 
billion Since the recession was not severe enough to require that much 
increase in product taking it is likely that this action by itself would 
create instability of another sort—inflation 

But the action is not taken by itself At the same time the govern 
ment increases taxes (or reduces transfer payments) by the same amount— 
by $20 billion The budget assumed to be in balance at the beginning 
remains m balance Taxes and expenditures diange by the same amount 

The tax increase of $20 billion by itself would tend to reduce 
total product taken by four times as much or by $80 billion The net effect 
of the increase in resource us ng expenditures which has a $100 billion 
expansionary effect and the increase in taxes which has an $80 bill on 
contractional effect is an increase in total product taken of $20 billion 
Note that product taken collectively rose by $20 billion and taxes 
rose by $20 billion so that there was a $20 billion balanced budget in 
crease while total product increased the same amount $20 billion For a 
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balanced budget change, the multiplier is a!wa}s one For this reason, it is 
sometimes called the unit multiplier^ 

To fight periodic reductions in the level of economic activity with 
balanced budget changes would require such wide swings of taxation and 
expenditure levels as to be a major disturbant to the economy The im 
portance of the unit multiplier lies not in its use in antirecession policy, but 
in that It shows that the balanced budget is not neutral in its effect To 
show how important this fact is, recall that in 1963 the President called 
upon Congress to enact a tax cut for expansional purposes Some members 
of Congress said that they agreed that there should be a tax cut in order 
to bring a higher level of economic activity, but added that they thought 
there should be a corresponding reduction in government expenditures The 
effect of the policj recommended by these congressmen would not be 
economic expansion but further contraction* 

**j1/ore Money tn Ctrculatton" 

Sometimes it is said that the reason defints are expansional is that 
through them the government "puts more money in orculation ” It is not 
clear whether in such statements the emphasis is upon more money or upon 
more arculation To clear the point, let us examine the role of money in 
these transactions 

The expansional effect of a deficit comes about because additional 
financial instruments are created and issued to the people, induang the 
people to take more product. There is no reason apart from the fact that 
the present American monetary system u not of this sort why the newly 
created finanaal instruments could not be newly printed five and ten-dollar 
bills instead of bonds The effect would be the same Indeed, some of the 
new bonds are—as noted—sold to commercial banks, and this transaction 
results in the creation of new moncj 

But there is no reason cither whj there must be new money If all 
the bonds are sold to the people, or to financial intermedianes other than 
corameraal banks the people give up money in exchange for the bonds 
either directly or indirectly Instead of holding their savings in the form of 
money, these people hold their savings in the form of government bonds 
savings accounts life insurance accounts and the like The total amount of 
money remains unchanged, but money that was being held is now being 
spent The monev, it must be conceded, u being “put into arculation ” 

But clearly « is not the mon^ that is important. Money, in this 

*Tlie “balsDced budget muloplier’ will onlf be exacilj one if the people 
affected by tbe lucrease in product lakiog have exactly the same marginal propen 
sity (o save a> the people affected by the tax loeeeaie The marginal propeniiim to 
lave will ordinarily be approiimaicly eqnal bat probably never exactly equal. What 
can be iaid with lome assurance is that an increase or reduction in resource using 
expenditures and taxes together will result m an increase or decline in the level of 
total prodoct oi approxoBHeSp the tame znagnintdc 



ROLE OF GOVERNMEST IV THE LE\EL OF ECOVO^^C ACTIVITY 277 
context serves as a financial instrument for savings purposes or as a medium 
of exchange The important thing is that new financial instruments are 
created in one form or another and the acquisition of these new instru 
ments induces the people to take more product—by some multiple of the 
increase m savings created 

IV THE PROPER ROLE OF THE FEDERAL 
GOVERNMENTS BUDGET 

It IS clear that government units may do something to prevent or at 
least to combat cjclical unemployment and recession Regardless of which 
sector initiates the decline it is possible for government units simply by 
incurring deficits and hence creating new financial instruments to combat 
any cyclical contractional tendency m the economy 

This holds true for local and state governments as well as the federal 
government The effect of local and state defiats is the same as that of 
federal deficits Yet the discussion so fat has been framed in terms of 
federal not state or local action and indeed no one expects state or local 
governments to develop deficits to combat decline in the level of economic 
activity While state or local defiats would bnng an increase in the level 
of economic activity for the economy as a whole little or perhaps even none 
of the benefits might accrue to the state or locality issuing the promises 

For example if the state of Michigan builds more roads and issues 
promises to finance the construction some additional employment would be 
provided for residents of the state of Michigan, but much of the road 
building materials and machinery would be produced outside the state 
Moreover those who do become employed m the state of Michigan will 
buy more product but much of it will be produced in other states Similarly 
if the city of Cleveland Ohio were to build more schools there would be 
more employment m the city of Cleveland However most of the matenals 
for the school buildings would be produced outside the city and the newly 
employed people would buy product also produced elsewhere The same 
factors apply to tax cuts and to transfer payments If the state of Illinois 
cuts taxes or increases transfer payments the residents of that state can be 
expected to take more product but mudi of the product will be produced 
m other states where many of the employment opportunities will hence be 
provided 


Credit Ratings 

State and local government defiat spending also has an undesirable 
financial aspect If a state or local government unit engages in deficit spend 
mg the credit rating of that government unit relative to other government 
units may become impaired because the economic activity within that gov 
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ernment unit’s jurisdiction is not likely to be significantly improved by the 
deficit spending That government unit may experience financial difficulties, 
savers may shy away from the bonds it issues 

For the federal government it is a different matter If more product 
IS taken through the federal government, almost all the product will be 
produced within the United States and those who become newly employed 
will take product produced within the United States Similarly, if the 
federal government cuts taxes the additional product taken by the people 
will be produced and the additional employment will be provided within 
the United States When the federal government issues bonds during a 
period of unemployment, it can be expected that the level of economic 
activity for the whole country will be raised The credit standing of the 
federal government will not be impaired After allowance is made for the 
fact that the income from ownership of state and local government sccun 
ties IS not subject to federal income taxation the bonds issued by the federal 
government are always more attractive than securities issued by any other 
government unit 


“Passittf On The Burden" 

It IS sometimes argued that deficit spending is somehow wrong, be 
cause when government units borrow, “the next generation has to pay for 
services we get today” This argument has some validity when applied to 
the promises issued by state and local governments, but none when applied 
to the federal government 

If ‘paying for” the product taken collectively means giving up the 
ability to take some other product, an increase m collectively taken product 
during a recession is not "paid for” by anyone, for no one has to give up 
anything If the government uses resources that are otherwise unemployed, 
employing them to create additional product and paying for them by issuing 
new financial instruments, there is no cost, there is only benefit—the benefit 
of additional collective product, plus the benefit of the additional consumer 
product whose creation is induced by the issuance of government promises 

Even at full employment levels, however the argument has no 
validity when applied to the federal government If the level of economic 
activity is at a maximum more product taken collectively—regardless of 
how It IS financed, whether by taxation or by the issue of new financial 
instruments—must mean less product taken individually or by business 
firms In such a case additional product taking financed by issuing new 
promises would not be “costless ” but the cost would be borne by the current 
generation, who are the ones to give up the individually taken product or 
the business investment For example, take the great increase in government 
expenditures during World War H, about half of which was deficit fi 
nanced Many people argued that “future generations” would have to pay 



ROLE OF GOVERNMENT IN THE LEVEL OF ECONOMIC ACTIVITY 279 


the costs of the war Were this true there need have been no shortage of 
consumer product during World War II But there were shortages of 
many types of consumer product some, like automobiles, were not produced 
at all, others like shoes meat, and sugar, were rationed, and others, like 
cigarettes and nylon stockings were just very difficult to find Were the 
argument true the rate of business investment during World War II need 
not have suffered, as a matter of fact, it declined drastically, except in war 
goods industries 

In order to ‘ pass the burden to the future generations,” we would 
have to acquire more product than we create today, and future generations 
would somehow have to give up product When the federal government 
borrows the burden” could be passed on” only if the promises were 
issued to the rest of the world in exchange for product Then, when the 
promises fell due in, say, twenty years that generation would have to give 
up product for them When one country borrows from another, it borrows 
product, and when the loan is repaid, it is repaid in product If the loan is 
"repaid” in money or other financial instruments which continue to be held 
by the other country, repayment is really just being postponed The bulk of 
United States government promises arc sold domestically, however, and the 
generation that enjoys the additional collective product is also the genera 
tion that pays for the product 

However, when a state or locality issues promises, it is almost a 
certainty that a large percentage of the promises will be acquired by 
“foreigners,” that is, by those living outside the state or city involved Thus, 
deficit finance on a state or local level almost certainly passes the "burden” 
on to the next generation This does not mean that state and local govern 
ments should not engage in deficit finance, however In fact, one of the 
prime reasons why states and atics frequently finance new schools, recrea¬ 
tion facilities, and other construction projects by issuing new promises is 
that they want future generations to share the cost of these facilities Such 
facilities are likely to be used by several generations, and in order to have 
each generation pay a share, states and localities frequently stagger debt 
retirement over a period of many years 

Of government units, then, it seems clear that only a federal govern 
ment can be called upon to issue finanaal instruments when there is a 
decline in the level of economic acdvi^ 

The Other Sectors 

Of course, we might instead call upon business firms to acquire addi¬ 
tional product and to issue new finanaal instruments in order to combat a 
decline in the level of economic activn^ But such an expectation would be 
unrealistic, for we can hardly expect business men to acquire additional 
productive faalities and inventones when th^ see no prospects of future 
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3 That when the debt is rqiaid in the future, a burden will fall on 
future generations 

4 That during a depression or recession, the country is too poor to 
afford additional government expenditures 

Finally account must be taken of an objection to deficit finance 
stemming not from misunderstanding but from careful economic analjsis 
that interest pajments on the enlarged public debt, if financed through in 
come taxes may have harmful disincentive effects 

"Deficits Don't IFork" 

The first of these a^ments which suggests that the total amount 
of product taken will not increase when government units incur defiats 
because the increase in product taken collectively will be offset by the de¬ 
crease m product taken individually, is based on liu\ty reasoning 

In the first place, let it be noted that the promises issued by govern¬ 
ment units need not be purchased by households directly The bonds may be 
acquired by commeraal banks, which will issue new money to government 
units No one need give up anything when government units incur defiots 
The newly created money can be paid to those vvho perform the services 
that create the additional collectively taken product The public will thus 
have more ‘ bujing power,” not less 

In the second place even if households did buy the promises directly 
from government units it is unlikely that they would take any less product, 
financial instruments help to satisfy the propensity to save, not to increase 
It The probability is that the people would not surrender money that 
would have been used to purchase product, it is more likely that the money 
surrendered would otherwise have itself been held as a financial asset The 
first effect of the sale of government promises, it will be recalled is merely 
to change the form m which people hold finanaal instruments 

"Deficits Are Infialtonary" 

The argument that defiats lead to inflation relies on half truths 
Federal defiats are expansional m their effect, and if resources are fully 
employed the expansional effect will tend to be felt almost exclusively on the 
price level This would suggest that defiats not be used when there is full 
emplojTnent when they can indeed be inflationary But m a recession ex 
pansion is precisely what is wanted With less than full employment the 
expansional effect will be concentrated on the level of economic activity— 
employment output and income—not on the level of pnees 

Critics of deficit finance ordinarily do not rest their case that deficits 
are inflationary on the simple argument that they are expansional They 
assoaate inflation with money To begin wnth, they assume that a majority 
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of the nwly created government promises arc acquired and hence “mone¬ 
tized” by commercial banks, so that much of the public’s increased holding 
of financial instruments takes the form of an increase in the supply of 
money This is a realistic enough assumption But then it is further argued 
that ivben the money supply mcreascs the pnee level will rise Changes in 
the price level are discussed in detail in a later chapter but one point can 
be mentioned here If resources arc fully employed, and the level of eco 
nomic activity is at a near maximum attempts of people to buy more prod 
uct—which might occur if the people had more money—can certainly re 
suit in price increases But when resources are unemployed and the economy 
IS at a low level of activity, the principal effect of attempts of people to buy 
more product will be to encourage more production, and to bring men back 
to work So prices will rise little if at all when there are deficits if there 
is widespread unemployment 

"A Burden on the Future" 

The third argument, that when the debt is repaid in the future, a 
burden will fall on future generations, has already been dealt with in the 
preceding chapter A “burden" will fall on future generation* only if the 
borrowing is from foreigners, which is ordinarily not the case 

But It should be conceded that, when government promise* are re¬ 
deemed, financial instruments are destroyed, and the destruction of financial 
instruments does tend to depress the level of economic activity, ]U$t as the 
issuance of financial instruments tends to raise that level Some kind of 
burden can fall on future generations, then The real question is whether 
the bonds must in fact ever be redeemed Rather than being redeemed, the 
likelihood is that the total amount of bonds issued by government units 
will continue to be increased At any rate, only an irresponsible govern¬ 
ment would redeem bonds—incur a budget surplus—m circumstances 
under which such an act would have a harmful effect on the economy And 
there is no basic reason why bonds must ever be redeemed Of course, any 
one who owns government bonds will undoubtedly alwajs be able to sell his 
bonds for money, or get money from the government for them when they 
mature But when government bonds mature, the usual practice is to issue 
new ones, and frequently, the persons who acquire the neiv bonds are pre- 
cisely those v,hQ turned m the matured ones 

‘Too Poor to Afford More Spending" 

The fourth argument, that the country is too poor to afford more 
government expenditures during depressions or recessions, is the crudest of 
all In the first place, deficits may be achieved through tax reduction, with 
no increase at all in government spending But even when more govern- 



284 JCONOMIC PRDCESSS&-TIII UEVBL OF FCOSOMIC ACTJVITy 
mcnt spending is undertaken, the ailment is wrong As already pointed 
out when unemplojed men arc joined with idle productive facilities to 
create additional product, there is no cost 

Those who offer this ^rtb objecOon are frequently those who 
counsel thnft when a family faces a financial emergency, they look only at 
the federal budget, not on the effects on the country as a whole, and give 
the same advice to the government Th^ are making the error common in 
unschooled thinking of fallaciously reasoning from the part to the whole 
A sanation of this argument looks at federal deficits as among the harmful 
effects of a recession or depression, rather than as a source of stimulus for 
recovery No comment on this idea should E»c necessary by now 

Interest Payments, Taxes, and Incentives 

^Vhile the preceding four arguments against defiats arc based on 
misunderstanding some validity may attach to one final argument against 
defiats As the public debt increases, so do interest pajmients to holders of 
government promises These interest payments do not involve a burden 
on the economy as a whole, they are primarily internal transfers To the 
extent that they require higher taxes they also involve higher interest pay 
ments to the people Just as federal borrowing cannot "pass on the burden” 
of today's expenditures to future generations, so interest payments do not 
involve a burden on the economj 

But higher interest pajmenu do ordinarily involve higher taxes 
And It IS argued, since the federal government receives most of its revenues 
m the form of income taxes the higher taxes may discourage people from 
making that extra effort to earn more income This might mean not working 
for a promotion not investing in a nskier but possibly more profitable bust* 
ness venture, not working overtime If higher taxes mean a smaller amount 
of services offered total output at full emplaymenl will be less 

This argument has neither been proven true or false It is at least 
possible that higher taxes could have the opposite effect of inducing people 
to work harder or longer, to maintain a desired standard of living The 
likelihood IS that the higher taxes required to pay interest on the public 
debt have little if anj effect, one way or the other on people s willingness to 
work bur that, by weakening the motives to engage in risky investment, on 
balance they have a harmful effect on the economj 

The fact that higher taxes needed to pay interest charges on a larger 
public debt may reduce total output slightly does not mean that defiats arc 
not to be used to combat recessions The harmful effects both short and 
long run, of unemplojraent and less than capaaty production are im 
mensely more harmful than the disincentive effects of higher taxes Neither 
alternative is espeaally attractive, but die choice between them is nonethe 
less an easy one 
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II THE REORIENTATIOh OF FISCAL POLICY 

Prior to the Great Dqiression of the 19i0s the predominant point 
of view in America was that each individual was responsible for his own 
emplovment or unemplojmcnt The proper level of economic activitv was 
regarded as whatever resulted from the private decisions of individuals and 
bus ness firms If a person became unemplo5ed it was his own fault or at 
least It was his own responsibility to find a new job The government 
usually meaning the raunf} government would become concerned only in 
cases of extreme personal hardship and then only on the basis of chanty 
In 1932 when the depression was already three years old the Democratic 
candidate for President FranLlm D Roosevelt asserted that if elected he 
would restore the federal budget to balance by cutting government expendi 
tures by 25 percent The consensus of both mayor political parties indicates 
how widespread was the conviction that the proper role of government at 
least during depressions was frugality and retrenchment of its activities 

But the depression was so overwhelowng and the hardships from 
prolonged unemployment were so severe that despite the new Presidents 
intentions the federal government was forced to engage in additonal 
spending without corresponding increases in taxes not out of conviction 
that deficit spending was desirable but out of the necessity to provvde jobs 
m order to avoid catastrophe Today s defenders of the New Deal point 
with pride at the deficit spending of the thirties as a prescient way of pro 
moting an increase in the level of economic activity But m the earljr days 
of the New Deal low levels of defiat spending were earned on with 
apologies and judged by public statement with a very bad conscience 

Keynts’s Gen€ral Theory 

In 1936 John Alaynard Keynes published his book The General 
Theory of Employment Interest and Money A highly complex work m 
tended mainly for economists it came to have a very wide impact It pro 
vided the first systematic analyss that defended the use of fiscal policy as a 
means of overcoming widespread unemployment 

Before Keyness work the prevailing economic theory with respect 
to declines in the level of economic activity was that the forces that caused 
the decline would set in motion forces that could automatically reverse the 
decline The normal or natural condition w as full employment The 
older doctrine contained many attractive arguments A decline in sales for 
instance was claimed to cause a reduction in prices which would lead to 
greater sales A reduction m business investment would bring lower interest 
rates which would lead to greater investment Unemployment would cause 
lower wage rates which would lead to greater employment Any collective 
action to cure the decline would interfere with the natural or automatic 
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corrective forces and therefore prolong Ac depression or make it worse 
Left alone it was argued a depress on would be bnef and cure itself 

According to Kejness Aeor) Ac forces of decline were not auto 
matically self-correcting The interest rate mcAan sm was seen as no cor 
reeme for depression for declines in business investment were brought 
about by a decline in investment opportunities and no rate of interest how 
ever low could induce investment with no prospect of sales Household 
spending depended according to Ac new Aeoiy not on the price level but 
pnne pal!) on the rate of investment 

The newer Aeory suggested government deficit spending as an 
added nonautomatic corrective for depression When Ae rate of investment 
was too low to satisfy the full-employment propensity to save government 
defiat spending could substitute lor private business investment in providing 
Ac people wiA savings and Aereby increase employment by increasing the 
amount of product taken by individuals WiA the reappearance of private 
investment opportunities defiat spending could fade away and a high level 
of economic activity would once again be supported by business investment 

The ideas contained m the General Thet-ry were by no means at 
once universally accepted they were bitterly debated Many of Aose who 
Aallenged the new theory were m no sense economists, Aey were simply 
people of all levels of public prominence who bndled at the Aought of 
government interference m economic activity OAeis who Aallenged Ae 
AeoTT were economists even today Ae validity of many of Ae assertions 
and analyses presented by Keynes and his followers are still debated by 
professional economists. In fact many of Kejmess original arguments hare 
been all but rejected NcverAeless a revolution had begun No longer did 
public oSaals have to apologiae for Ac defiats whiA were incurred when 
Aey acted to counter unempIovmenL The defiat itself—once axiomatically 
evil—could be defended as good 

Other Influences on Fiscal Policy Thinking 

The revolution was brought to fruition by four oAer important 
developments The first was Aat only about half of Ae expenditures of Ae 
government during World War II were financed by taxat on Govern 
ment promises were issued for Ac oAer half There was little disposition 
to levy taxes at Ae rates Aat would have been required to avoid defiat 
finanang But during Ae war Acre was certainly full employment. Even 
during Ae Airties when Acre had been some deficit spending at least 8 
million remained unemployed, Acre was sbll oinsiderable doubt about Ae 
efiectiveness of defiat spending WiA Ae eipenence of Ae war it became 
obvious Aat when enough product was taken collectively and financed by 
issuing bonds fuU employment would resulL 
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The second development occured shortly after the end of World 
War II With the memory of unemployment still vivid in the mmds of 
manj people the end of the war brought the specter of unemployment again 
By this time there was widespread Mnviction that the federal gov ernment 
could do something to prevent or overcome unemplojment and that it had a 
responsibility for doing so This conviction represented a very significant 
change in attitude ^Vhereas before 1930 employment was thought to be 
entirely the responsibility of the individual by 1946 there was widespread 
acceptance of the idea that employment was in part at least a social re 
sponsibilit} This point of view was made a matter of declared public policy 
by the Employment Act of 1946 The significant passage of this Act reads 
as follows 

The Congress hereby declares that it is the continuing policy 
and responsibility of the Federal Government to use all practicable 
means consistent with us needs and obligations and other essential 
considerations of national policy with the assistance and cooperation 
of industry agriculture labor and state and local governments to 
coordinate and utilize all m plans (unctions and resources for the 
purpose of creating and maintaining in a manner calculated to foster 
and promote free competuive enterprise and the general welfare condi 
tions under which there will be afforded useful employment opportuni 
ties including self employment to those able willing and seeking to 
work and to promote maximum employment production and pur 
chasing power 

In addition to the declaration of policy, the Act provided for the 
establishment of a Council of Economic Advisers m the executive branch 
of the federal government The duties of the Council are to keep the Presi 
dent informed on the state of the economy The President is required by the 
Act to make periodic reports to a newly established congressional committee 
the Joint Economic Committee made up of members of both Houses of 
Congress The Committee in turn was to analyze the reports as a basis 
for initiating legislation designed to carry out the policy declared in the Act 
The language in the statement of policy is equivocal The Act does 
not set down any specific action the government will take when unemploy 
ment develops and it says that whatever the government does must be 
consistent w ith the presen ation of pnvate enterprise ” a highly imprecise 
and ideologically loaded term whidi has sometimes been interpreted as 
implying, no active gpvernment tolc But thnet us Uttbi dnuht ahmit tb/t 
fact that both offiaally and unoffiaally, unemployment is recognized as a 
responsibility of all the people and not just of those who happen to be un 
employed 

A third development of the past twenty five years is also important 
Prior to 1935 the data now refered to as national income statistics were 
most fragmentary Little was actually known about the slate of the econ 



288 ECONOMIC PROCESSES-THE LEVEL OF ECONOMIC ACTIVITY 


omj and there iras little basis for inductive analjsjs of changes in the level 
of economic activit) The system of national income accounts developed 
since that time provides a wealth of information on the state of economic 
activity and a much more reliable basis for the formulation of economic 
pol cy to raise the level of economic activity An analjsis of the data sup 
ported the core of the Kejnesian theoretical propositions 

Finally especially since World War II, the very sire of the federal 
government compels a consideration of the role of government in the level 
of economic activity ^Vhen the government was quite small an increase or 
decrease in government expenditures or in taxes would have had relatively 
little effect upon the level of economic activity But when the amount of 
product taken colJectivciy began to approach 20 percent of the total product 
the activity of government became quite important What is done through 
government units has an effect on the level of economic activity regardless 
of whether public officials or private cititens think it should A public 
policy concerned with the level of economic activity cannot be avoided 
When the level of economic activity declines the same tax structure yields 
smaller revenues Unless action is taken to reduce expenditures the govern 
ment will be operating at a deficit 

Although the tax system was designed with other purposes m mind 
we are quite fortunate that it operates as it does Because of the great size of 
federal expenditures and tax revenues any reduction in taxes that follows a 
drop in the level of economic activity is certain to be substantial The de 
dine IS ordinarily so great that an increase in tax rates sufficient to com 
pensate for the reduction m tax receipts is not politically possble, so even 
a Congress and a President opposed to the use of fiscal policy as a counter 
recession weapon will almost be forced to incut deficits when the level of 
economic activity declines Tb^ arc not likely to reduce expenditures to 
compensate for a decline in tax receipts since Uie major portion of expendi 
tures IS for national security Because a deficit is almost unavoidable, the 
question really becomes What size defiat would be best^ 

From a Budget Balanced Annually to a Budget 
Based on Economte Conditions 

When the level of economic activity was thought to be entirely the 
responsibility of private business and households the prevailing view on 
fiscal policy was that the budget of the federal government should be bal 
anced annually Government expenditures svere to be limited in each fiscal 
year to the amount of taxes collected within that fiscal year 

It was often argued that an annually balanced budget was neutral in 
Its effect upon the level of economic activity As a matter of fact the tax 
and expenditure decisions necessary to maintain a budget in balance an 



ISSUES OF FISCAL POLICY 289 


nually would accentuate both a decline and an increase in the level of eco 
nomic activity The major reason for this is that taxes paid to the federal 
government are based largely on personal income corporate profits and the 
sales of certain products such as cigarettes alcoholic beverages furs cos 
metres luggage and the like When the level of economic activity declines 
the same tax rates yield lower total tax revenues and it is therefore necessary 
to increase tax rates or reduce the amount of product taken collectively in 
order to maintain a balanced budget Either an increase in tax rates or a 
reduction in the amount of product taken collectively would further de 
press the level of economic activitj On the other hand when the level of 
economic activity increases the same tax rates will jaeld greater revenues 
If budgets are to remain balanced government officials must either lower 
tax rates or increase the amount of product taken collectively Either action 
would contribute to a further expansion in the level of economic activity 

Even though the actions taken by the federal government in order to 
keep the budget in balance can aggravate both a decline and an increase m 
the level of economic activity an annually balanced budget would not make 
much difference if the total amount of product taken collectively were small 
and the change in the level of economic activity were not very great When 
the total amount of product taken collectively becomes as much as 20 per 
cent of the total product as it is today in the United States and when 
changes in economic activity m the private sector are great as they clearly 
can be changes in tax rates or m the amount of product taken collectively 
become very important A balanced budget policy is clearly not neutral 

In the realm of theor) the first retreat from a budget balanced an 
nualiy was to a budget balanced over the business c}cle Deficits in the 
periods of declining activity were to be offset by surpluses in periods of 
prosperity This compromise had an appeal to many people who recognized 
the potentially harmful implications of an annually balanced budget but 
who were basically opposed to government defiats It was expected that 
government debts incurred dunng a depression would be paid within a rela 
lively short time The application of the pnnciple was another matter 
however There would be no problem dunng the first decline in economic 
activity following the acceptance of the policy but there would follow a 
problem of what would be done if the subsequent level of economic activity 
did not allow for the repayment of the bonds without starting another de 
dine As a matter of fact the idea of a budget balanced over the business 
cjcle represents little more than a transition stage in moving from the fiscal 
orthodoxy of an annuallj balanced budget to deficit spending during penods 
of declining econom c activity widiout concern for subsequent retirement 
of government bonds 

Toda) budget balanang—cither annually or over the business cycle 
—has ceased to be orthodox among economists ^Vhllc thej maj disagree 



290 ECONOMIC PROCESSES-THE LEVEL OF ECONOMIC ACTIVITY 


about timing or about priorities \irtually all economists today, ubether 
they be liberal or conservative in their personal beliefs accept the neces* 
sit} for unbalanced budgets for the maintenance of economic stability Un¬ 
balanced budgets are the nesv orthodoxy, and it is recognized that the in 
creases m the public debt arising from recession deficits may be neither 
quickly nor perhaps ever reversed If the rate of private sector creation of 
finanaal instruments remains for a long time insufficient to satisfy the full 
eroplojjjient propensity to save the public debt roust continue to increase, 
if the rate of private sector creation of financial instruments is more than 
enough to satisfy the full employment propensity to save, then of course 
surpluses will he in order and the public debt uill be reduced 

If this position is the new orthodoxy among economists it ts not 
clear whether it is the orthodoxy of politicians, public officials, and com 
mentators in the mass media Deficit finance runs against a well established 
gram and acceptance of the principle has come hard Yet despite their 
public utterances which are most commonly in fas or of the balanced budget 
(to argue for deficits still seems politically unwise), federal officials seem 
willing to create defiats when the need arises President Eisenhower, for in 
stance, while inveighing against defiot finance as ‘irresponsible,” nonthe 
less responsibly presided over the largest peacetime deficit to that date in 
the fiscal year 1959, a defiat of over $12 billion Most economists are agreed 
that had the government followed the old policy of retrenchment and 
budget balanang the 1957—1958 recession would have developed into a de* 
pression of the pre-Worfd ^Yar II model The administration followed the 
correct policy but refused to take public credit—or blame—for that policy 
A look will be taken toward the end of this chapter at the positions 
of those who oppose increases in the public debt—or in any kind of debt— 
in pnnaple ’ 


III FISCAL POLICY DECISIONS 
IN PRACTICE 

Even if everyone accepted the new orthodoxy of unbalanced budgets 
for msLintenance of stability, there vrould still be problems of implemenCa 
don When a decline in the level of economic activity appears, should the 
government raise its resource using expenditures should taxes be cut, or 
shniiii foryniMto Vt vriitneci^ 

There are problems assonated with each one of these types of ac 
tions Each one also has its advantages In this section, a look will be taken 
at the problems and advantages of eadi, and at the usual practice and pro 
posals for changes 
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Buth tn Stabilizers 

Some of these deasions do not e\en have to be made In effect they 
have been made in advance There are in federal tax laws and other stat 
utes provisions that tend to work for an automatic defiat in the federal 
budget when there is a drop m the level of economic activity These pro¬ 
visions are called the economv s built in stabilizers 

Br far the most important built in stabilizer is the federal personal 
inoime tax Because the tax is a graduated progressive tax (meaning that as 
incomes rise tax rates nse so that tax payments nse—and fall—more 
rapidly than income) a decbne in the level of economic activity would re 
suit in a more than proportionate drop in tax payments At the same time 
corporate income tax payments would decline accentuating the effect. If 
expenditures remain constant a deficit will develop 

To a lesser extent income taxes and some other taxes levied by state 
and local governments have the same effect although as you have seen 
m a protracted recession or depression it is difficult for these lower levels 
of government to resist the pressures to cut back on expenditures to re 
balance their budgets 

Another important built m stabilizer is the system of transfer pay 
ments ^Vhen unereplojTnent increases certain transfer payments such as 
uneniployment compensation and on a local level rel ef payments increase 
as a matter of coune The automatic increases in these payments tend to 
unbalance the budget The unemployment compensation program however 
IS hampered by a statutory limit restneting any unemployed person to twenty 
SIX weeks of payments In a recession the admin stration ordmanly requests 
and Congress provides extens ons of benefits but the extensions are then 
certainly not automatic or built in and in fact an admimstrabon request 
for extens on was turned down by Congress m 1962 

There are other less obvious built m stabilizers For instance if 
a decline in the level of economic activity means a decline in the pnees of 
farm products as it often does there will be increased pncc-support pay 
ments to the farmers—not changing the farmers incomes (the mcrease 
offsets a pnee decline) but further tuibalanang the budget. 

Built in stabilizers have an important role to play m softening a 
decline but they cannot restore foil employment and may in fact impede 
recovery For instance the progressive tax srstem provides a built in stabi 
liter because as total income falk tax payments decline even more rapidly 
But during recoverv as total income rises tax payments nse even faster 
retard ng expans on The contnbution of built in stabil zers then is to 
make the business cvcle less violent not to prevent recess ons nor to bnng 
an automatic recovery from recessions that do occur Major reliance 
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for ending recessions must be placed on nonautomatic stabilizers, that is, 
on ‘discretionary fiscal policy,” requiring administration and/or congres¬ 
sional action 


Discretionary Fiscal Policy 

Thus the question of what action to tale to combat a recession ap 
pears once again It is one thing to saj that a reduction in tax rates or an 
increase in resource using or transfer pajment expenditures makes sense 
during a decline in the level of economic activity; it is quite another thing 
to decide how a cut in tax rates should be made—whose taxes, and reduced 
how much—or what additional expenditures should be made It is obvious 
that different possible cuts in tax rates will affect different people differ 
entlj, and the same applies to expenditure increases 

A few general statements can be made about each type of action 
Tax cult and trantftr fasmenlf have the advantage that, once en 
acted the) can be earned out extremely quickly An increase m transfer 
payments, once enacted, can result in the mailing out of checks in short 
order A tax cut can take effect through a drop in withheld taxes on the 
very next payday—and indeed, if it appears certain that a tax cut will be 
enacted households may step up their spending even before the cut is ef 
fective 

A tax cut Of increase m transfer payments, however rapidly they 
may take effect after enactment, may take quite a long time being enacted 
Congressional consideration of tax reduction unleashes tremendous pressures 
upon Congress by various groups who feel that their tax is the most de 
serving of reduction Any consideration of discretionary* tax reduction in 
volves questions of tax equity as w'cJI as of anttrecession fiscal policy The 
same pressures can be Created over transfer payments, as the history of the 
1930s with the ‘bonus marchers” and other groups vehemently insisting 
on pensions and grants, so clearly shows 

Mare product taken cotUctnrty has a long record as an expansional 
device Administrations prior to the New Deal advocated “public works” 
expenditures They thus have the advantage of some prior public acceptance 
But public works programs, once enacted do not take effect im 
mediately Since such programs almost always involve construction, there 
must be planning, and numerous decisions made, even before the project is 
begun To avoid this long preparation penod it has often been proposed 
that there be “stand by programs,” with blueprints ready, awaiting a serious 
decline m the level of economic activity Congress the proposal goes could 
even give advance authority for the expenditure, the project to be begun 
only when unemployment exceeds some figure—5 percent or 6 percent of 
the labor force 
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If the effects of a recession arc severely localized—as they often 
are ^Mth most unemployment created in industrial manufacturing areas 
such as Pittsburgh and Detroit—pubic works projects in these areas can 
concentrate the initial expansional effects in the trouble spots Tax cuts and 
transfer payments must be more general in their effects 

These statements concerning tax cuts transfer payments and re 
source using expenditures all involve practical aspects On principle 
however the past few jears have seen an increased interest on the part of 
economists in tax reductions and transfer payment increases in times of re 
cession while publ c works projects have correspondingly lost favor The 
basis for this position is the judpnent that the level of collective product 
taking should depend primarily on the need and public desire for col 
lectively taken product and not on the level of economic activity If schools 
and dams are needed and wanted by the people their construction should 
not he postponed until the lexel of economic activity decl nes If they are 
not needed or wanted they should not be built This line of argument sug 
gests that the level of resource using expenditures should be determined 
without reference to the level of cconomc activity the administration and 
Congress should consider what amount of product should be taken col 
lectively in accordance with their analysis of present needs and public senti 
ment The level of tax receipts then should be considered separately not 
as a way of paying for the collectively taken product but to create the 
necessary deficit balance or surplus appropriate to maintain economic sta 
bility 


Proposals for Speedier Antirecession Action 

Discret onary tax cuts transfer payment increases and public works 
projects all share the same disadvantage delay Tax reductions and transfer 
pajment increases—except for the automat C ones—take t me for enactment 
public works projects take time in getting under way all three also share 
difRculty in being reversed when the recession is over It is difficult to raise 
taxes after once cutting them or to take away a transfer payment once 
regularly granted and a half finished public works project must be com 
pleted or wasted even if the level of economic activity is once again high 

For these reasons recent administrations have placed first reliance 
on taking actions not requiring congressional approval and not appearing 
permanent An order can go out to speed up existing projects such as the 
huge highway construction project or government purchases originally 
planned for later in the year The Pres dent can order a hurry up in income 
tax refund checks or other payments if the timing of the recession allows 
These actions arc quick and reversible and they are politically advan 
tageous because the deficit they create is wiped out by the end of the fiscal 
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)ear so the) seem—accord ng to the old orthodoxy of budget balanang— 
fiscallt responsible But like the automatic stabilizers they are not 
enough c'peciallv if the recession is protracted 

Hence a number of proposals have been made for statutory changes 
allowing quicker action against recessions Most of the proposals would in 
vol\e a loss of power for Congress 

Some of the proposals call for an increase in discretionary power 
for the executive branch The most important of these would give the Presi 
dent perhaps with Congress having a veto power the right to change in 
Come tax rates applicable to each level of income The most common ver 
s ons of th s proposal would give the President this power only when certain 
indices of economic activity such as percentage of the labor force unem 
ploved showed recession signs and the tax rates would revert to their 
old levels after six months Such a proposal was made in 1961 by President 
Kennedv following on the recommendations of the Commission on Money 
and Credit a widel) quoted private study group’ Because Congress ap 
parentlv regards its tax levying power as one of its most important no action 
appears likely in the near future But ths proposal will be around for a 
long time and some change of this sort may eventually be made 

S milar proposals already mentioned would give the executive 
branch stand by aulhonty for public works projects 

Similar in purpose but dilTerent m impact are the proposals that 
when the chosen economic indicators point to a recess on tax rates be cut 
across the board automatically without executive discretion These pro 
posals for formula flexibility (so called because tax rates w ould vary in 
accordance with some predetermined formula) would greatly augment 
the power of built in stabilizers But they ignore the fact that the indicators 
themselves cannot distinguish as can an analyst armed with a variety of 
data between cyclical and structural unemploymenL 

Another important lefonn proposal would d scontinue the present 
twenty six week limit on unemployment compensation payments subsQtut 
ing other safeguards to assure that the lazy do not make a permanent living 
from their unemployment checks 


IV DEBT PRO AND CON 


There is a traditional view in America denved from Puntanism and 
ihf CaJvAauU PjcUnstatU Sihfc, Aha# Jbsdd# Ap bf s sigir u/ oVimteftr 
weakness This traditional concept, combined with a historical distrust of 
strong centra! governmental authon^ which is a heritage of past oppress ons 


on en \Untj and Credt Tier Injtuence oa Joh Fncet and 
3od Cliffs NJ Prentice Hall Inc. 1961) p n? 
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and IS enshnned in our carefully constructed checks and balances political 
system leads tho e seho hold to traditional concepts to viesv government 
debt as the most dangerous of all 

Thu> It has been with a growing sense of frustration that those with 
these traditioml vievrs have watched Ae public debt—the indebtedness of 
the federal government—climb in postwar rears to a level in excess of >300 
billion and the level of total mdebtedness public and pnvate pass the >1 
tnllion mark ^nd thus it i» that they view writh suspicion the modem eco¬ 
nomic theory that holds debt in general to be not only generally harmless 
but even necessary and the public debt as an important government weapon 
for the maintenance of stability 

Often conservatives oppose deficit finance because they assoaate it 
with high levels of government expenditure which for reasons unrelated to 
debt they oppose It is to be stressed that there is no necessary relation 
between antirecession fiscal policy and high levels of public expenditures 
Indeed the whole bent of current thinking about fiscal policy is to divorce 
stabilization policy from the amount of product taken collectively and it 
Is this current view that leads economists generally to favor major reliance 
on txx rate changes rather than public works projects—even though many of 
the same economists pencnally believe that current levels of resource-using 
federal expenditures are inadequate for present needs 

In this last section the views of tho<e who oppose defiat finance 
on pnnaple will be reviewed and a look will be taken at economists 
views concerning the important role of debt m the maintenance of stability 

Oppojilion 10 Piibhe Indebtedness 

The opposition of the minontv of traditionalists who view with 
misgivings and even alarm any proposals to reduce txxes or increase govern 
ment expenditures as a means to avoid or combat a decline in economic 
activity seem to center around two major fears 

The first IS that too many deasions become centered m the hands of 
public offiaals \Mien greater reliance is placed upon the deaston making 
processes of government there is a danger that government officials will not 
be adequately controlled, public officials will acquire too much power 
Decisions may be made that are contrary to the general interest or arbitrary 
or merely responses to pressures of speaal interests. 

By this reasoning efiecuve control over goyemment offiaals requires 
that no more can be spent by government units than can be paid for with 
txxes. This wav is the only way in which government activity can be kept 
within proper bounds and that the power of public offiaals can be ade¬ 
quately controlled 

This Mew has strong histonc antecedents Indeed, one of the major 
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Steps in the development of modern free political institutions was the ac 
quisition of taxing power by the English Parliament from the monarchy in 
the fourteenth century The power of the purse largely taken away the 
king could no longer be arbitrary or capnaous in cither fiscal or nonfiscal 
acts Similarl) taxes are today regarded as a check on the power of the 
central government Ambitious programs are limited by the natural reluc 
tance of the people to be taxed more heavily—but if the government need 
no longer tax in order to spend if defiat spending is av ailable as an alterna 
five this popular check on the power of the government is diminished in 
importance. 

Of course this v^ew has meaning only to those who view modern 
government as oppressive The United States is not ruled by an arbitrary 
monarch but by elected representatives Irresponsible government usually 
means loss of office for incumbents. The checks important when the cxecutiv e 
served for life are not as important when the executive senes a four year 
elective term and when other members of his party—also blamed when 
things go wrong—face the voters annually \ioreo\er where early parlia 
ments held the taxing power as a check on an arbitrary executive the U S 
Congress has an even more potent check all federal programs requiring 
money expend fiires muse first be authonred by Congress and all money 
paid out must be appropriated by Congress regardless of whether budgets 
are balanced or unbalanced 

Those who nonetheless see m defiat finance a hazard of ever 
increasing central government power must weigh this hazard against the 
hazards of the alternatives A powerful central government can be arbitrary 
and unyusT Periodic widespread unemployment involves as great a hazard 
if the operation of the private sector of the economy results in the arbitrary 
distribution of unemployment and hardship there is also injustice And it 
might be asked which road to authontananism is quicker and surer defiat 
finance with all the safeguards of Constitutional checks and balances 
modern budgetary controls and administrative procedures or widespread 
unemployment aggravated by government action directed at keeping its 
budget balanced 


Pear of Debt 

The second major objection t» the reduction of taxes or the increase 
of the amount of product taken ooUccuvelj is concerned with the fear of 
givem'sa?! Jebt pv.'Af 

There is a strong sentiment funning through the mores of the 
American people that debt is bad and that government debt is the worst 
land of debt The idea is implied when debt is referred to as living off 
the future or when it is said that pnremmert defiats saddle the future 
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'tv^th the burden of a public debt Debts of business firms are thought to 
be bad enough but at least thcj base the saving grace of being for produc 
tive purposes because they arc assoaated rvith increases m productive 
faalities Sound finance compels a firm to use retained earn ngs or to 
issue neu stock except in emergencies and to eliminate debt as rapidlj as 
possible It would be best to avoid debt altogether 

The precepts that should gu de a business firm or an individual are 
sad to apply with greater force to a government unit Government should 
spend only as much as it can collect in taxes Allowing the government to 
spend in excess of tax collections is like allowing the king to debase the 
coinage the results are waste extravagance and eventual bankruptcy In 
emergencies such as w ar there may be no alternative to deficit spending but 
the debts so contracted should be repaid at the earliest possible time An 
individual must pay off his debts and so should the government 

The same people who express fear of debt are most often among 
those who view financial saving as a virtue The systematic saving by the 
accumulation of financial instruments is the mark of a man of character The 
form of one 8 saving is also important to be useful it should be liquid It 
should be convertible to money without loss of principal so that it is avail 
able in times of emergency Bank accounts are therefore the best type of 
saving provided the bank is managed conservatively meaning that the asuts 
the bank holds are virtually nskless Government bonds are also good 
because they can be cashed or sold Saving through life insurance is good 
because it is systematic and you always know what the cash value of your 
policy IS If you die before a certain age your beneficiaries will get a fixed 
sum of money and if you Jive you can have a fixed income in retirement 
In general savings should not be risky because they are likely not to be 
available just when the money is needed 

The conflict in the sentiments expressed above may be seen by taking 
an extreme example Suppose that all people paid cash for everything they 
bought and also saved by holding bank accounts or other nskless finanaal 
instruments Suppose also that all business firms financed the product they 
hold by retained earnings or by issuing only stock they contract no debts 
and issue no bonds And suppose further that all government units operated 
at a balanced budget or a surplus This situation would not be merely 
difficult It would be impossible' People are saving by holding nskless or 
little nsk financial instruments but no such financial instruments are 
issued' As a matter of fact of course the people can save by acquiring risk 
less financial instruments only when such financial instruments are issued' If 
it IS good for people and business firms to hold government bonds it must 
be good for government units to operate at a deficit so that they issue the 
bonds If It IS good for people to hold accounts at banks that limit their 
assets to gov ernment bonds and the promises of business firms and mdivid 
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tiaJs It must be good for bus ness firms gosemment units and induiduals 
to ha^e debts If it is good for people to hold accounts St savings and loan 
assoaations that hold pmnarilT the prcsnises of house buyers it must b* 
good for people to bur houses with mortgage loans If it is good for people 
to hold accounts at Lfe insurance companies that hold bonds of govern 
ment and busin«s fims and promises of house burers govermient, business 
firms and house burers must issue pirrmscs. It is not possible to have one 
without the other 

If the people had no desire to sare or if th* people want'd to sav e 
cnlr br holding stock in busme's firms rather than through holding bank 
accounts accounts at saving and loan associations government bonds or 
bonds of burn'ss firms the s tuation would b* difierent- But the apparent 
fact IS that people want to work, but they do not wafit to take product 
equal to the value of the product thcr create Unless business firms take 
product and issue the kind of finanoal i-stniments tl'c people want or 
unle's finanoal instrumerts are issued when product is taken collccovelj 
through govemmert uniU th^re will be unemplorroeivt- ^'Tien product u 
created br th' people and not taken br tb-m and not want'd by business 
finos other th*Te u unsold mv eatery, bus ness firms tb'fl discharge workers 
and cut back productioru 

D^bl and the Destre to Sate 

The point IS that the finanoal practices of gov enufl®* units bunness 
finns and hous' burers must be cons-stent with the amount and trpe of 
firancul instrum'rts the people want to acquire. In re«nt years dnnng 
penod* of full emplormert, personal sanug has b'en around $30 billion 
asmuallr This saving takes the form of savings accounts « barks accounts 
at savmgs and loan assoaations accounts at life insurance compames pension 
funds and bonds of gorcroment iimts and business firms and stocks of 
busine's firms It has b'en made pos^Ie by the fact that busm-'s firms have 
lEsned bends and stocks, house burers haie cxmtracted mortgage loans and 
government units hare issued bonds at a combined rate of approximately 
$30 bilLon a year In addition, th' book salu“ of the stock of business firms 
held by the p'ople has increased by appiomnately $10 bllion a year due 
to rctamed earmngs of corporations, iheirfiy adding fuith'x to the people’s 

If mortgag' loans bad b'en smaller, or if busin'SS firms had issued 
f-wei Etois and bonds, or if goveinmert defiats had b'eJi small't, p'rsonal 
saving would have b'en less. Gnen th' propens tr of th' people to save, if 
saving had b'en less th' p*ople would have taken less product. The propen 
sitr to save in ^e Am'ncan essmomy b a matter of v cry lorg standing and 
rt would appear easi-r to ace pmmo da'e tha 'prop^nstf to save than to 
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change it It is not at all clear that it would be desirable to change it even 
if that were possible WTien bus ness investment is high a high propensitj 
to save serves a very useful purpose 

The accommodation of the peoples apparent present propensity to 
save in the form they are now saving requires an annual increase in total 
indebtedness in the economy of appnmmately $30 billion If this amount 
of indebtedness is provided by business firms and house buyers there is no 
need for government deficits in fact government deficits along with 
deficits of business firms and house buyers could lead to inflation But if 
this amount of new indebtedness is not provided pnvately either it will be 
provided by government units or there wall be unemployment The only 
alternative is a reduction in the people $ propensity to save 

The Necemty for Annual Increases tn Debt 

This analysis implies that for the economy as a whole indebtedness 
IS never reduced it increases annually Individual business firms govern 
merit units and house buyers may reduce their debts but other business 
firms government units and house buyers must increase their debts by a 
greater amount Without an ever increasing indebtedness for the whole 
economy it will be impossible for people to increase their savings in the 
forms to which they have become accustomed 

In some years the increase tn debts of business firms and house 
buyers may be greater than die amount people wish to save at full em 
ployment At such times debts of government units may be reduced with 
out a reduction in employment Private debt then becomes in part a 
substitute for public debt but total debt still increases Only if the in 
crease in private debt is greater than the amount people wish to save at 
full employment can the total debt of government be reduced without 
causing unemployment Since 1929 there have been only two years (1946 
and 1947) in which the combined debts of all government units at all levels 
have declined It appears unlikely that the expenence of the future will be 
much different 

The point is not that debt of any kind public or pnvate is neces 
sanly good m itself The point u rather that nskless savings and 
certain types of debt are simply one and the same thing There must be 
both or neither To say that there should be more savings accounts and less 
debt IS to expect the impossible Either the propensity to save in the form 
to whidi the people have become accustomed must be accommodated by 
an ever increasing total debt or the propensity to save must decline The 
only alternate c is frustration for some who w ant to w ork and a decline in 
the level of economic activity 

It must be emphasized that this does not mean that if the pro- 
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pensit) of households to save is to be accommodated it must be by the 
debts of government units So far as households are concerned the debts 
of business firms and house bu}cis sene the purpose as siell as debts of 
government units These private debts also make it poss bic for households 
to hold accounts at banks savings and loan associations insurance com 
panics and other financial intermediancs But as long as bus ness firms 
and house bujers are free to issue or not issue bonds or promises as they 
see fit there is at least the strong possibility that the amount of new 
finanaal instruments they issue will not be the amount of finanaal saving 
households desire at full employment At such times cither government 
units wall also issue new bonds or there will not be full cmplojment One 
maj still ins st that it would be better for households to be frustrated in 
their desire to increase their financial saving than for government units to 
increase their indebtedness Those who so insist must be prepared to accept 
the consequences in a level of economic activi^ that is substantially less 
than full empIo}ment 

It IS also to be emphasized that an increase in the debts of govern 
ment units does not necessanl) mean an increase in what is usuall) re 
ferred to as the public debt or the debt of the federal government 
Secunties issued by state and local government units sene the same pur 
poses for households as the debts of business firms house bu}ers and the 
federal government But as a matter of practice it cannot be expected 
that debt increases of state and local government units will act counter to 
the increases in private debt there is a tendenc) for the debts of state and 
local government units to increase most at the same time as debt in 
creases of business firms and house bu}ers are greatest 

It IS not possible to state a specific amount of annual increase in 
total indebtedness necessaiy to accommodate the propensity of households 
to save because the propcnsitj to save has not been completely stable 
There have been years such as 1946 1950 and 1955 in which the zeal 
of households to get product is so great that a relativel} small increase in 
indebtedness was adequate to satisfy the propensity to save In other 
years such as 1949 1953 and 1958 the propcnsi^ to save was apparently 
much greater because the propcnsitj to save at full emplojment was not 
met by the increase m indebtedness Data suggest that in recent years 
households have wanted to accumulate finanaal instruments at the rate 
of approximately $30 billion a jear when there has been full employment 

You have already seen that a nunonty opposes anti recession fiscal 
.policy because it fears an excessiveljr active economic role Jot ^oveitiment 
But the role desenbed here for the federal government is in an important 
sense a passive one The people deade how much they want to save at a 
full-employment level of economic activity Businesses state and local 
government and the rest of the world through decisions reflecting or 
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dinarr economic motives unrelated to the de<ire for <tabilitr determine 
how great their i«sue oi new finanoal instruments will be Gi'cn these 
dea«ion« it is up to the federal gosemment to make up the difference— 
to add to the creation ot fnannal ir«truasents with defiats when it is other 
wise insuSaent and to reduce it ihrou«h wirplus when it iv excssswe. 

The discus ion of this chapter and the contemporarv debates oier 
hscal polia are ample evidence that this task is more easilv set forth in 
words than accomplished 



17 

THE FINANCIAL SYSTEM 
AND THE LEVEL OF 
ECONOMIC ACTHHTY 


Discuspon of th* proVem of recesaons and dcpresnons ilwav* bnnj* up 
thf subject of the finaiiaa] structure of the econcmr It is not hard to 
see whr Oie les»on ei-en the most casual student cannot hare /ailed to 
grasp from the past fiie chapters is that there is a reiy clos» relationship 
b etween the subject of finance and the proMem of e co noT u e instabilitr In 
fact It has alreadr been said that the whole issue of full emplcyment and 
prospentT as against crcltcaj unemplopnent and recession hang> on the 
d'licate finanoal relationship between the people, as ultimate holders of 
finanaal mstrumerts for the ecnnomT and the other three sectors—govern 
mert, business, and die rest of the world—as ultimate issuers of finanaal 
mstrumerts. 

The nature of this finanaal relationship and the problems asso- 
oated w^di It that lead to innabilitr hire alreadr b*«i discnssed. This 
chapter then, dors not deal widi "the finanaal aspect" of the problem of 
mstabnitr It cannot—for the whole problem is basically finanaal in 
nature. 

The fact that die prtA^em of crclical instaKbty is fundamentallr a 
finanaal one means that the financial system—the man made complex of 
legal and institutional airargetuenls for the creation, issue, sale, holding 
and resale of finanaal uistroments—is extremelv important. The sig 
nificance of die finanaal srstem is mAmtnl bj- two outstanding facts 

J It IS possible for a Snanaal «TFtem to contam basic faults and 
weairesses such diet a decline in the lesel of econom.c acnntv espenallr 
a severe one, can result in a finannal collapse, or "panic,” whidi itself 
can reinforce th- decline in producCoD and employment. 
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were failing Todav in the ab^ce of diese treahnesses many regard the 
interest rate a<; a strategic factor in fighting recession or depression 

This chapter mil be ditided into three parts The first part deals 
with finanaal panic—what it s\as why it came about and hots it re 
inforced ant decline in the let el of econom c actitity The second ret lews 
the important changes in the finanaal ststem that today mahe financial 
panic ettremelr unlilelj The third part examines the use of finanaal 
polict as a means of combatting recessions and depressions 


/ FINJ^ CIAL PANIC 

Fett people under thirty fitc hate eter experienced tthat is known 
as financial pan c but the image of these crises of confidence in and 
liquidity of the financial ststem sometimes culminating in tirtual collapse 
of the system remans in bold outline in the minds of mant tthose only 
knowledge of them is second hand So closely assoaated in the pre-1940 
period tt ere depress on and finanaal panic that fett regarded them as 
distinct and separate etents It is ttortht of note that before the 1930* a 
decline in the level of economic actitin ttas more eommonlt referred to 
as a panic than as a depression or recess on ’ Thus Amencan his 
tonans make reference for instance to the Panic of 1873 the Panic of 
1893 and the Panic of 1907 

In general finanaal panics tterc enses m tthich a set of factors 
would act together to destroy the value of financial instruments They 
involved the general loss of public confidence in finanaal instruments 
espeaallv in depos t accounts at financial intermediaries then an effort 
on the part of the people to get sound inonet such as gold or currency 
in exchange for other instruments —a siruaton known as illiquidity of the 
finanaal system—a collapse of the values of the finanaal instruments 
held frequently because of the bankruptcy of the institutions that issued 
them 

Less analytically but perhaps more descriptively a finanaal pan c 
involved great lines of people forming at the doors of finanaal inter 
med aries demand ng currency because they believ ed their deposit accounts 
would soon be worth nothing but vsbosc ven demands for currency 
frequently assured that th«r accounts would in fact become worthless 
These bank runs were frequently assoaated w th forced payment of bank 
loans resulting m collapse of nonfinanc al bus nesses wnth bank failures 
and with a loss of pnnapal and perhaps virtual ru n for the people hold 
mg deposit accounts 

Holders of ong nal restneted finanaal instruments—stocks bonds 
and the 1 ke as opposed to acoovmts with mtcrmediants—would also fear 
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for tile value of their seainties and would rush to sell them before thev 
became valueless Of course a rush to sell on the part of manv holders 
ofilv succeeded in dnving the prices of these mstruinents down. The 
psTcholo^ of crisis was one ot self fulfilling propheaes the fact that 
people thought that securities would lose their value meant that thev 
would lose their value the fact that they expected banks to fa 1 meant that 
banks d d tail die tact that lenders expected that borrowers could not 
repay leading rfiem to demand immediate payment, frequentlp meant 
that the borrowers otild not repay 

The Ca ises of Panu: 

It holders of finanaal instruments had had confidence in the 
integntv of their holdings they would have been happy to have kept them 
The mmal step in the development of finanaal panic was ordinanlv a 
general loss of confidence m finanaal holdings espeaally in bank depos ts 
To see whv this loss of confidence appeared and what ts effects were let 
us ecamine the ordinary path of development of financial panic in the 
pre—1933 Amencin finanaal svstem 

F rst t must be ondentood that a localized finanaal panic could 
appear with no general decline n the level of economic acQvity One mam 
reason was that the American banhng structure was extremely atomized 
in contrast to the concentrated banking systems of Europe and Canada 
Branch banking rap dlv growing todav (in the states in which it is 
permired) was much less known in the Amenca of the 1920s and 
virtually unknown before World War I Today there are approximately 
13 000 separate commeraal banks—not brarefaes hut separate banking 
firms In 1915 there were over 25000 and in I92j over 27000 AI 
though there were raanv large banks m a banking svstem so fragmented 
the small local hanks predominated Small banks arc much more vulnemble 
to failure than larg^ banks since smalL local banks tend to hold less diversi 
bed assets and are much more bed to the fortunes of the commumtv they 
se-ve than are banks with branches in many commumues speaahzing 
economically ui many different types of pioducS 

Some areas were overbanfced because it was far too easy to star" 
up a rew bonfc.ng insbtution. The existence of too many banks m a com. 
munitv would mean that at least one and perhaps all of the banks would 
be too weak to wirfiscand losses arising out of assets going sour” because 
of a business falum bv a borrower or s mifar cause regardless of whether 
the fanu*e was assoaat-d wiJi a depression iloreover before the banking 
reforms of the I9j0s bank assets were frequently poorly chosen of ea 
highly illiquid sometimes highly speculative. Again the small, timt (no 
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branch) banks were at the greatest disadvantage, since they had (and have) 
the most difScult) attracting good management, whose job it is to select 
assets 


The Loss of Confidence 

The repeated demonstrations of weakness on the part of the 
banking sjstem would lead deposit account owners, on first hearing of a 
decline in production and employment, to hurry to the banks to exchange 
their accounts for something in whidi thej had more confidence—currency 
or specie (gold coins) 

Sometimes the first inkling the depositors ssould have of a new 
depression and panic would be an unexpected announcement that a local 
bank had alread) suspended operations The unlucky depositors at such an 
institution would never base their chance to make a “run on the bank.” 
Such a failure would certainly induce depositors at other institutions to 
hurry to close their accounts 

Assume, however, that all the banks are still solvent when the run 
begins Losses if any have resulted in reductions in the value of net worth, 
so that the banks assets still exceed their liabilities in value ^VhlIe in 
many cases the banks held “bad assets,” assume also that when the run 
begins all their assets are ttiU ‘good," in the sense that the borrowers are 
able to make the regular interest paymenu, and are able to repay the 
loans when they fall due Now depositors demand to close their accounts 
What do they ask for^ 

In panics of the past, depositors would often demand—and were en 
titled to—speae Gold coins, unlike today’s “token coins,” were "full 
bodied' , for instance, a $10 gold piece was made of $10 worth of gold 
Gold money then, seemed "sounder” than currency ^ The next best thing 
to hold was currency, because its value was not expected to be wiped out 
b\ the panic 

If depositors should demand speae, they simply could not all be 
satisfied The amount of monetary gold in the economy was limited, and 
just could not be expanded nicTcIy because the people wanted gold 

In pnnaple, it should have been easier to provide paper currency 
than speae After all, there was no physical limit to the amount of currency 
m the system If the people wanted more currency instead of checking ac- 

•Moreorer, oBt method of Ashtuif a depression before World W'sr 71 was 
to trjxo increase net pro&uct tAenXij'tDe rest <A tae wor'i^ 'by iDcrcasing tbe price 
of gold an acnon that would increase the pnec Americans bad to pay for foreign 
currency and hence for foreign prodnet, and reduce tbe price foreigners had to pay 
for U S dollars and hence for American prodnet. If you bad thought the government 
was going to "devalue the dollar id this manner, you would have wanted to hold 
gold If you could have bought a cerum amoaot of gold one week for $10 OOO and 
sold IC the next for $15,000 you would have made a handsome profit. 
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cou'Vts or sa’.Tfg accoune could rot more currcfcv sitrplv be pnnted up 
ard distnbuted* L nfortunatelr it was not that simple The bants were 
hard pressed to give enough currenCT or gold to their depositors. Let us 
see whv 


Illiquiditt of the Banking Ssstem 

The fundairental problem with the banting svs era and indeed 
with the fnanaal srstem can be described in one word ilLquiditr It 
the people were to be able to get curre"CT o »pcoe on demand in exchange 
for their a counts the bants had to have some wav ot getcr'r currencr 
or specie in exch»rge for their a_set> with little or no lo»s m value Bants 
could do >o in moderate amounts But when moderate amounts would 
ro*- do and espeaallv when the cnnre banhng svst*m was m desperate 
reed ot currercv or speae it was irrpo* b*e tor the banks to get anv 
where rear enough The accounts issued bv the banks were transferable— 
thev could leave the bark anv tune but the barks assets were, bv and 
large rot transferable but frozen 

When the people decard currenev m encharge for thor accojnts 
the barks mus* give it to them In fact the t-chnio] expression tor a 
checking accourt u a demand depo< c Comireraal banks as todav held 
o"It a ^mall fraction of their assets m the form of currenev A greater part 
was held in the fo*m of reserve accourts and the greatest part in the form 
of p'oir ses of vanous tvpes 

^Vlth a panic alreadr begun whe'e could the comirercal banks get 
currercv in o'der to sa&sfv the unexpected derwds* 

Giuld thev «ell sotre of their prctcises—goverreset bo-ds for 
instarce, or corporate bonds or h ^njualitr pnva’e rotes^ Sudi might 
have beer a good policv except that there were ro buvers The banking 
svs'em as a whole could currenev from Mich transacnors onlv it people 
ard busires-es want'd to give up currercv to get promi'es to hold But 
m Cr-’es ot pane, the people ard buicres«es wanted to g-t currercv 

Pe h’ps the gover-went or tfie Federal Reserve could bail out 
the barks bv taiirg over some of d'cir assets ard giving them currenev 
n cxchang- But resthcr the go veiu ment nor tfte Federal Reserve be! cved 
thev had the resporjibilitv or the powe- to do so 

Perhaps the barks cssuli deniard Kmaeivat* pavmtrt on vjme of 
their lQa.-j This thev were forced to do with coroequerces tha* will be 
roted r-o'~entarilv The barks oould also as row, give up reserve accou-ts 
to the Federal Reserve ir exJiarg' for currercv ard this thev did do too 
Bj* rcduccg the amount of reserve accouats m ord" to get cir 
rerev meant tha* (with u“dur»Ml required reserve ranos) the banks 
would be fo'ced to reduce thar ct*darg account Labilities by some 
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multiple and this could be done only bj disposing of more assets So the 
apparent solution to the problem—giving up reserves in exchange for 
currency—actually compounded the problem by forang the bants to 
dispose of more assets, and this meant attempting once again, to sell 
promises demand payment on loans refuse renewal of Joans that were 
coming due and so on 

The more the banks were forced to dispose of assets the more 
individuals and businesses who were indebted to the banks were forced 
into bankruptcy A business that possibly could base weathered the 
storm of the depression and eventually made good on its obligations 
would be forced into immediate liquidation by demand for immediate 
repayment of a loan House mortgages which were ordinarily not monthly 
payment loans as they are todav but instead single payment five and ten 
year loans were highly illiquid as were loans made to business firms for 
productive faalities "While the borrowers in these cases might have been 
fundamentally sound demand for payment would usually lead to fore 
closure rather than repayment And banks had great amounts of such 
illiquid assets 

Some of the assets held by banks then that would haie been 
valuable over the long run, were valueless tn the short run A bank that 
was sound’ in the sense that assets exceeded liabilities by a substantial 
amount could quickly become bankrupt if it tned to collect on some of its 
assets Bank runs that often began vnth the failure of an isolated few 
weak commercial banks would often culminate with the failure of many 
stronger ones Between the finanaal crash of late 1929 and the banking 
reforms of 1933 9000 commeraal banks failed in the United States 

CumuJatne Effects 

?*ote the cumulative effects of the development of finanaal panic 
as explained thus far 

Fames began with a loss of confidence in finanaal instruments 
espeaally deposit accounts If the holders of these accounts had had 
faith in them and had not demanded currency or speae chances are ex 
cellent that in most cases they would not have sustained losses It was 
thar demands for currency and speae that tended to make thnr accounts 
worthless 

'Avisi taifsi Wji Tcssesi. vioa. weit gwi ai least in foe ^ong nin 
The crises were crises of liquidity not (at first) of solvency But the 
banks’ assets like the deposit accounts owned bv the people and businesses 
were good only so long as immediate payment was not demanded In most 
cases It was the demand for immediate payment and not the fundamental 
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ccoromic or vreakiic&. of djc borrower that made the assets 

!o^ thar ^alue. 

^Mth business borrowciN forced into hquidaoon production de¬ 
clined oil turther and more men xrcre forced out of work ith manv 
people « financial assets «enou<lr depleted or altogether wiped out manv 
found thar ability to bur «i<THhcantlr reduced and product taking de¬ 
clined <till further Some people tmng to weadier the depresMon bv 
lnir<» otT thar farm or ofi vegcfbles. grown m back yards, found thar 
fann> or homes taken through foreclosure In a hundred wavs the col 
lap~e ot the hnanaal «ystem ranforced the effects, of the decline in eco- 
nom c activity and made any depression more seicre 

Federal Referee Pohc\ Before 1933 

Finanaal panics developed then from four major faults in the 
pre-1933 finanaal system its atomistic structure with too many small 
weak and or mismanaged banks a heritage of mistrust in deposit accounts, 
so that It took little to shake popular confidence and lead to pan c the 
existence of a gold «peae monetary system in which the base legal 
tender unit could not be increased or dimin shed in <upplj a. the public 
need dictated and perhaps most fundamentally the extreme illiquiditj 
of the banking system comb ned with the ease with which depositors were 
supposed to be able to demand currency or specie in exchange for their 
accounts. Perhaps a fifth factor should be added the role of goiemment. 
0£aal attitudes usually looked on reform proposals, or suggestions for 
emergency acoon as designs for onkenng with the soundness of 
money In the 1929-1933 penod of the Great Depression for instance the 
theory dominatin*' goiermncnt attitudes was that both depress on and 
pane were p<\chological rather than fundamental m nature that they 
reflected IcKt confidence in the economy and that 'uch po!iae« as ending 
the gold standard eas ng credit through Federal Re<cr\e c-vpan onal 
acnors, or go'emmcnt acquisition of mortgages to prevent foreclo'ure bv 
illiquid banks would further destroy confidence In February of 1933 
ju't as the depression was reaching its lowest depths and but days after 
the failure of the First Naoonal Bank of Detroit had forced the do in<* 
of all Michigan s banks. President Hoover could still w-am Pre<ident 
tW, \V.-A Vi HtwJii, viraifi li*. yuenaTv ptrfAv il Tfticre coulS 

be prompt assurance [from Roosevelt] that there will be no tampering 
or inflation of the currency Similar attitudes were offiaally e.\ 

pressed by Republican and Democratic o&aals a! ke in most of the 
depres, on> pnor to that ot the thirties. 

The Federal Reserve system was established in 191-f m belief 
that the panics of the past had to be curbed and in particular in response 
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to the severe financial panic of 1907 Between its founding and the fi 
nancial reforms of 1933, the Federal Reserve was required to deal with 
two panics that of 1920-1921 and that of 1929-1933 Both panics were 
associated with severe depressions, and the second one resulted m the 
most complete collapse of the financial system ever experienced m the 
United States It would seem, at first glance at any rate, that the Federal 
Resersc could have done a good deal to mitigate the effects of both panics 
It has already been noted that heavy demands for currency reduce 
the reserve accounts of the commercial banks, thus forcing a multiple 
contraction of the money supply and forang commercial banks to dispose 
of assets by selling or demanding payment for currency This would seem 
to call for the Federal Reserve to lower reserve requirements, in order 
to prevent the multiple contraction of the money supply and of credit, to 
buy government bonds on the open market, in order to provide more re 
serves to the banks, and to lower discount rates m order to encourage 
the borrowing of reserves from the Federal Reserve banks WTiat was the 
record of the Federal Reserve banks during these two depressions^ 

It should first be made clear that the Federal Reserve system before 
1933 was not the Federal Reserve system of today Its powers were 
severely limited For one thing, under the gold standard the Federal 
Reserve was required to own a certain amount of gold to ‘ back” its issue 
of currency In 1920-1921 and again m 1933, it was forced to avoid 
expansional monetary policy because its own "reserves”—gold—were so 
low In the second place, it had very limited power to lend reserves to the 
commercial banks, government bonds, for instance, were not eligible as 
collateral Finally it had no power at all to change reserve requirements, 
which were determined by Congress 

Even so, the Federal Reserve was not really thought of as an in 
stitution whose mam responsibility was the promotion of economic 
stability This was especially true m 1920-1921, but it was to a large 
extent also true in the Great Depression ten years later The greater con 
cern apparently was with the "soundness” of money—a notion related 
to the mysterious properties of gold 

The Federal Reserve also lacked the power it now has to control 
margin requirements on stock market purchases In response to the specula 
tive excesses of 1928-1929, it attempted to reduce the amount of credit 
used for speculative purposes by general contraction of the money supply 
At the onset of the finanaal panic of 1929, the Federal Reserve 
began buying government bonds on the open market to provide commercial 
banks with additional reserves, and most of the Federal Reserve banks 
rapidly reduced their discount rates TTiese policies of expansion came to a 
halt, however, in late 1931, when disturbingly large numbers of com 
mercial banks began to fad Contractional poliaes replaced expansional 
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ones Tlie Federal Reserve bank followed a policy the opposite of what 
would seem niDonai Why would diey contract the money supply when 
ommeraal banks began to faiP 

It seems hkeiv that the policy while it had something to do with 
the Federal Reserve s loss at gold at die same ome was pnmanly directed 
at maintaining the soundness of money tn order to restore public con 
fidence in the banks This peculiar reasoning was in line with the olEaal 
attitude mentioned earlier that the fundamental problem of depression 
and panic was one of public conhdence Even so it gnored the fact that 
r was pnmanh the banks and not money that had lost the contidenLc 
)t the public 

The record ^hows little contnbution on the part ot the Federal 
Reserve to the restoration of ether conndence or liquidity n die finanaaL 
system and probably much that strengthened the forces ot tinanaal col 
lapse 

There were other weaknesses »n the tinanaal system There was 
no system of deposit nsurance There was no insOtuDon banking or 
otherwise that would purchase the good but illiquid assets held by banka— 
assets such os mortgage loans—»o that the banks could maintain th«r 
operations and mee' their depositors demands for currency And there 
was no adequate system within the Federal Reserre, the federal gnyeni 
menr or state governments for inspecDon of bank assets to assure their 
quality 

U REFORyr OF THE FI^A\CIAL 
STRICTURE 

Changes in the economic and finanaal pobev of the govenimert 
and ot the Federal Reserve banks since the ensis of 1933 have greatly 
reduced the likcbhood of a rrTirrencc ot the kind of finanaal panic 
that gripped the nanon in evciy depression before World War 11 The 
first act of the new administration taking power in March 1933 was 
to orde' the clos ng of all commercial banks Supervisory agenaes inspected 
the dosed banks dividing them into thre* groups the first group number 
mg in the thousands was declared hope'ess and nevr" reopened the 
second group dose to insolvency opened with support from government 
ag*nces to be discussed late” the third greup clearly sound banks were 
reopened wnhout qualificaaotu These actions which let the public know 
in which banks they could plac- dier tnist restored public confidence m 
the reopened banks Aftc” ^laidi 1933 die pufabc began redepositing air 
rencT rrapcnirg dosed accounts 'Where 9000 banks dosed m the years 
I9 j 0-1“33 from 1940 tn the present diere have been vimally none 
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forced to cloic their doors Finanaal panic has cornpletely ceased to be 
an ordinarj part of a decline in the le\el of economic actiMtj 

With the people s confidence m banks tcmporarilv restored the m aj 
was clear for actions that ssould alter the finanaal S 3 stem either tempo 
rani) or permanently to ptiAidt lor secuntj of drpOMt accounts and 
liquidm for the system Action was taken on each of the four major 
faults in the financial stslem—its weak atomistic structure the lack of 
public confidence the illiquidity of the system and the inflexibility of a 
gold specie monetary system 


The Specie System 

The United States went off the gold speae system in 1933 and has 
never returned The new administration established a new monetary 
system in which gold is used for international transactions but not for 
domestic ones People could no longer demand gold for their accounts 
Under the present system the amount of legal tender —paper and token 
com currency—is determined by the amount people want to hold 

The Banking Structure 

The United States still has by and large, a highly atomistic 
banking structure with many small independent banks rather than a 
fe\s extremely large ones But a number of important changes were made 
to reduce the banks s ulncrabihty to panic 

For one thing many states ha\e eased the restrictions on branch 
banking thus creating stronger banking systems More easing of these 
restrictions appears likely Since the widespread bank failure of the 1920s 
and 1930s were in part attributable to the fact that many areas had too 
many banks state and federal authorities hase exercised considerably 
more caution in granting charters to new banks and in authorising CM'ting 
banks to establish new branches More adecpiate inspection of commeraal 
bank assets is now made by regulatory ofEaals on both a stale and federal 
level 


Illtqmdtty of the System 

The most fundamental changes have been those that have increased 
the ease with which banks can dispose of their assets in order to get addi 
tional reserves or currency 

In the crisis of 1929-1933 temporary finanaal institutions vrere 
used to provide liquidity These were government corporations whose 
major function came to be to take over bank asels some good and some 
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bari and ^-7r tbr banks rroner TTif Reasrstructinn Firtancc Corpnracon 
(PFC) had b-'rn rstabliihrd m 1929 to makr tetrpnrafT Inani tn bobtrr 
rspfciallT dwtrrs'icd industnrs parOcnUrlT railmads It carar howrxer 
tf> br ij«rd primarily to makr loar^ to cnraraercul banks or to buy thnr 
pri*frTri»d stock when thnr capital strdc had been wiped out fay iTw-ts 
losvs Two other temporary or^anizatioita the Home Owners Loan 
Corporation and the Federal Farm llortgage Corporation were or 
g'anized by the federal government to buy the mortgages of honae buyers 
and farmers from lending instiMtiom m order to accompluh two things 
n J tr give liqii d TV to the aaseo of die lending mstitijtions taking from 
them some of their most illiqiid assets which mig^t be almost worthless 
in the short nin and giving them caah and f2) to ease the pressures on 
the borrowers many of whri*e loans were in default and many of who^e 
properties would otherwise have been sold in foreclosure proceed ngs 

The*e were ad htf institutiors which ro longer cti-st. But their 
creation refected a fundaraenul change in atotude and gave the Lmtrd 
States the knowledge and experience to create similar organizations in 
emergency situations 

llajoE changes have been made in the Federal Rc'erve Act, sub 
st-intially increasing the powers of the Federal Reserve to act to provide 
needed liquidity m a time of cconomc decline Federal Reserve banks 
formerly cntild not lend reserves to a bank except on the b^sis of a highly 
restricted kind of collateral they may now lend against any collateral 
they deem acceptable They have been given the power to lower reserve 
requirements And they now have the power to set margin requirements 
on security purchases allowing them to discourage whit they believe tn 
be excessive speculation on the stock exchange without at the same Dme 
reduang the liquidity of the entire flnanaal system 

With the reforms, the people can demand currency from their 
banks and get it, and the banks can in turn count on the Federal Reserve to 
provide as much currency as needed 

Public Confidence 

All the preceding changes, of crane increased the enrfidenar of the 
public in the banking syst-ra But a more hindamental change in the 
direction of increasing public enrfiden^ was rfir establishment of a pro¬ 
gram of deposit insurance in commercal banks mutual savings banks and 
nutrial savings and loan assocutions 

Two new flranaal irsncaDons, the Federal Deposit Insurance Cor 
poration (FDIC—for crnmcroal and nvings banks) and the Federal 
Savings and Loan Insurance Cffcpofatina (FSLIC) were established to 
provide insurance up to $5000 (now $10 000) cn accounts at these i«titu- 
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tons As might be expected the existence of deposit insurance has helped to 
assure that it is not reeded since deposit insurance has enhanced the pub 
he’s confidence in their accounts it has made less likely the bank runs which 
in the past were partlj responsible for the bank failures 

Probabh as important as any of these charges in the financial 
STStem IS the changed public attitude toward changes in the level of 
economic actum Few regard a severe depression as possible today, it 
IS accepted that the federal government has responsibilitv for acting to 
prevent or put an end to rettssions before they succeed in matenally 
affecting the assets held by lending institubons 


III FINANCIAL POLICY 

Reflecting upon his experiences dunng the depression and financial 
collapse of 1929-1933 Herbert Hooter once described the banking sjstem 
as ^e weakest link in the entire economic system. It is now one of the 
strongest. 

The reforms made tn the financial stsfem and espeaally in the 
banking srstem nnce the bank closings of 1933 have today made it 
reasonable to think about emplopng finanaal policy to combat changes 
in the leiel of economic actiiiiy And the changes in the attitudes of 
public oSaals the finanaal community, and the general public, whereby 
soaal respons bilit) is today generally accepted for problems once left 
eiitiTe\j to the indmdual for solution has created an emironment con 
duoTe to antirecession finanaal policy 

Actually finanoal policy has come into its ovm only fairly recently 
After the Jsew Deal reforms, there lingered a good deal of suspiaon of 
the banking community including the Federal Reserve. Until about 1938 
New Deal efforts to raise the level of economic activntv consisted pnmanlv 
not of the use of finannal or fiscal policy but of attempts to make insiitu 
tional changes in the economy* Doting World ^\ar II stabilization ob¬ 
jectives assumed a secondary pnonlj, and finanaal policy was not em 
ployed After World War II finanoal poIicF was directed at the single 
objective of maintaining a policy of constantly low interest rates for 
reasons to be noted in a later chapter It was not undl 1931 when this 
pohey was abandoned, that finanaal pidicy became available as an anti 
recession took 


* Beside the banting leformi these changes included the eitaWishment of 
tach bodies as tie Securioes and Ezchange ComnHsiioa, the National Industrial 
Recovery Administration, the National Labor Kclabom Board, and others. Some of 
e change*, such as the banting reforms, are viewed sympathetically with the 
tablished by die National Re 
’ red with much less 
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Howoer as you will see it is one thing to say that finanaal policy 
IS available as an antirecession tool it is another to say that it worSts 


Hozv Financial Policy Is Supposed to IVork 

Fmanaal policy is defined as efforts on the part of central au 
thonties to induce the creation of more finanaal instruments (or in other 
arcumstances to restrain their creation) by altering the terms on which 
finanaal transactions take place mainl> by altcnng interest rates ® The 
major responsibilm for ererose of finanaal policv li« with the Federal 
Reserve which alters interest rates bv altcnng the size of the money sup¬ 
ply this branch of finanaal policy is called monetary policy because of 
its assoaation with the money srstem * 

In Chapter 11 you saw that the Federal Resets e through open 
market buyung and selling of government promises can determine the 
amount of reserves available to commeraal banks and that this power, 
together with the Federal Reserves power to determine required reserve 
ratios determines the sue of the money supply You also saw that the size 
of the monev supply is an important determinant of the effective rates of 
interest applying on finanaal transacnons When the Federal Reserve 
buy* government promises m Ae open macket Aereby providing Ae banks 
wiA more reserves and when Ae Federal Reserve lowers resene require¬ 
ments Ae money supply increases and these same transactions lower 
existing interest rates Transactions Aat reduce Ae money supply (or hold 
it constant in a growing economr) also raise interest rates 

In a recession the Federal Reserve exerases these powers m an 
expansional direction Aereby lowering interest rates The presumption is 
Aat lower interest rates will induce increases in borrowing mainly by 
business firms for investment purposes but also by house buyers (whose 
purchases, you will recall, arc also oSaally counted as investment), and 
by state and local governments It was once believed but is not now widely 
accepted Aat Ae lower interest rates—by affecting Ae benefits of saving— 
would also induce Ae people to save less and hence to take more product 

^Othtr tenuj that cao be influenced by financial policy include for hous 
told loans the mea of down pajmems and ot niooltly payments, and for business 
loans the amount and quality oi collateral the size of the checking account balance 
mamtaioed by the borrower and other more tecbnical requirements. 

IS not possiWe for this leal to go into most of the other less important 
branches of financial policy such as these Tbe Treasury Department of the 
federal government believes that ii can influecice the structure of interest rates as 
between short terra intermediate term and long term interest rates by altering the 
mttunty structure of the public debt ihrougb “debt managemeni' , Congress the 
Federal Housing Administration, and the \c(erans Administration, through their 
mortgage insurance and guarantee programs can influence the interest rates and 
other borrowing terms affecting real estate loans and the Small Business Adminis 
traQOQ, the Commodity Credit Corpoiabos, and other government lenders affect the 
aratlability of credit to others. 
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The in 2 jor cFect is believed to be upon inTC'tment, If a business 
firm IS contemplating an inseftroent project that, it is believed will peld 
a 6 percent return, it mil b' unlibcle to mate the investment so long as 
irtcrest rat's exceed 6 percent. A reduction in interest rat's to 5 percent 
o It'S srould encourage th s investment. 


Reasons for Lack of N sdespread Fatih tn Financial Policy 

However roost economist* believe that the antireccs5 on effects of 
finanaal pohev arc either eatremelj sight or rX' 

To see vrhr this is so let us examine the motives and borrowing 
practices of each of the major borrounng groups tn the Lnited States ex 
cept for the federal govemroent whose deosion to borrow reficcts current 
fiscal police 

coNsv'iEii sptNDivc. It seems to be true from historical expen 
ence that consumer borrowing to purdiase automoKles, appliances and 
the like, is unrelated to interest rates. Most conrJin'TS, in fact, seem 
unxwj.'f cd the tms jnte.'e«t rate ther are paptig cn pipssnt 

loans. Hence finanaal poIicr of the sort that relies on changes ifl interest 
rates does not seem to affect the people, atber as savers or as bupers, at alL 

Rather than b^ng tb«r borrowing deasions on interest rates, 
consumer are apparertlr nost inSuenced by the sixe of th* down payment, 
and A' Hie of the monthlr pajm tnt. ^Vldl any given down payment and 
monthly pivment, a me tn tb' interest rate will lengthen the repayment 
penod for ctample from twaity four morths to thirty months. Such a 
lengthening of the reparm'tit penod smns to hare little if any effect on 
consuffl'r borrowing 

Tb' most sacccM in controlhcg lie amount of consumer bor r owing 
has b<«i achieved with direct finanaal controls. Under th' so-called 
Regulation last in effect dnnng the Korean confiict, the Board of 
Governors of the Federal P.*seTTc could set mirumua down prrment and 
tnaxiroum roatuntr (rrpavroent penod) reqairements tb' manipulaeon 
of whidi could sigmficantlT affect eonsam'r «pendmg 

Horsx s-vrssc. On tie other hand th- amrant of resid-atia] 
construction seems to be maienally affected bv th' interest rate, because 
interest a a fairly large percentag' of tfic cost of binldmg or bupng a 
house. However when pet^les incomes dedin* and the outlook becomes 
more dim, as is the case in a r eces gon. are les» Utely to enter into 
n'w agreements to purchase bouses. 

MtTMCiPAi. COVEK.Mrvr Mans innrjQpal govemmert* are pro- 
Kbted by thnr own laws frcaa sdLng new bonds wh'u interest rates 


jira wjn * e la dapirr 19 Am j» asurt more ntietpr 
irxja ttairertvl, &2j ftmv-ul policf cia be e'^eaive agai 


sd teJ el, a! 
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exceed a certain level for example 3 percent The importance of such 
restnctions is that nevv bond issues sudi as school bonds which have been 
approved by the voters may not take effect immediately after the vote 
Authorities may have to wait until interest rates are lower before the bonds 
are actually issued Hence it has been widely accepted that school districts 
and other muniapal government units borrow more and spend more 
when interest rates are low than when they are high 

However the evidence is not entirely clear Recent research has 
suggested that many municipalities when thcv are prevented from issuing 
bonds b) high prevailing interest rates will instead issue short term notes 
(whose interest rates arc not covered by the law) and go ahead with con 
struction immediatel) The short term notes arc reissued again and again 
until interest rates fall enough for the bonds to be issued This practice if 
it IS widespread would mean that changes in interest rates have little if 
any effect on the issue of finanaal instruments by municipal governments 

BUSINESS INVESTMENT If monetary policy is to have any really 
significant counierrecession effects it must have some effect upon business 
investment whatever maj be the reaction of other borrowers And the 
assumptions lying behind interest rate policy imply that investment will be 
affected Yet statistical researchers have generally been unable to find 
consistent significant relationships between the level of investment and the 
rate of interest This does not mean that such a relationship does not exist 
so many things are happening at the same time when the investment level 
changes that it is extremel) difficult to isolate causes and effects But 
It IS widely doubted on theoretical as well as statistical grounds that there 
IS a significant effect 

The probable effects would depend to some extent on the nature of 
the investment If the business is pondering an expans on of inventory for 
instance interest rates would be expected to have little effect Changes in 
the interest rate make relatively little difference in the total cost of a 
short term investment The dcasion to expand inventories is much more 
likely to be shaped by the existing market for product (not a very attrac 
live market during a recession) than by interest rates 

H the business is pondering an expansion of long lived productive 
facilities Its deasion will depend on longterm factors such as expected 
future market, international tradmg changes population growth and the 
like rather than on temporary market factors Changes in interest rates 
may affect the timing of such long term investment when interest rates are 
high and increase it when interest rates arc low But research indicates 
that interest rates are not too important m the investment decision of 
large corporations which do most of the investing for two reasons (1) 
over two thirds of the investment done today by corporations is financed 
‘ internally,’ that is using retained earnings and depreciation and dc 
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cisions on the use of ‘ internal funds” do not seem to be related to the 
interest rate and (2) since the rapid rate of technological progress makes 
the danger of obsolescence of equipment a real one, many firms have a 
policy of investing only where they can foresee a new facility paying for 
Itself in three to five years, the high rale of return on such investments 
(20 percent to 33*/^ percent) makes interest rate changes between 4 per 
cent and 5 percent or 5 percent and 6 percent almost irrelevant 

This last point suggests the major weakness of financial policy 
Most critics of this type of policy believe that interest rate changes, if large 
enough could certainly influence the level of eoinomic activity But the 
actual range of interest rates over the American business cycle is fairly 
small The prime rate, the low interest rate offered by commercial banks 
to their largest and most important borrowers, varies only between about 
3 percent and 5 percent* The real issue is whether investment is sensitive 
to interest rate changes over this narrow range The consensus seems to be 
that It IS not 


Ftnanctal Policy and Fiscal Policy 

While basic reliance in combating cyclical unemployment and 
recession must be placed on fiscal policy, financial policy is always em 
ployed in a complementary role The two types of policies have similar 
objectives and (if both ace successful) similar results 

Both types of policy attempt to fill the gap between the amount 
the people want to save at full employment levels of economic activity and 
the amount of financial instruments actually issued When the government 
employs fiscal policy, it fills this gap by creating new financial instruments 
The solution is a direct one there is not enough creation of new financial 
instruments so the government has a deficit budget and issues new 
promises 

The objective of financial policy is to fill this gap by inducing 
borrowers other than the federal government, primarily businesses to 
create new financial instruments The solution is an indirect one the 
Federal Reserve does not create new financial instruments but tries to 
induce others to do so 

Both types of policy have one important feature in common They 

* There are a number of reasons for this rmall range One major one u that 
interest rates besides affecting borromng deanons also happen to affect how much 
income is received by owners of financial instrumenti mainly people in upper 
income groups The high interest rates necessary in some periods would raise com 
plaints about the income redistribution involved reduction in other periods would 
be accompanied by similar pressures from other groups. Another reason lies in (he 
fact that interest rate changes also mean changes in (he marLet values of bonds 
and certain other financial instruments, wide changes m interest rates can mean 
intolerably large capital gams and losses for security owners 
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are both broad general impersonal wavs of influencing the level of 
economic activitv No central choice is made about what addiQonal prod 
uct will be taken or who will take more product no one decides which 
borrowers will borrow more or for what purpose The decisions of 
spenders are influenced but the spenders may not even relate their de 
cisions to anv ofEcial policv This tvpc of broad impersonal police as vou 
will see in Chapter 19 stands in direct contrast with direct controls 
such as production quotas price controls rationing and the consumer 
cred t controls alreadv mentioned 

If most economists agree that financial poiicv makes a small con 
tnbution if anv to raising the level of economic activitv dunng a reces¬ 
sion why do we bother* ^Miv have finanaal policv at all* 

Expansional finanaal policy dunng a recession it should be re¬ 
called IS necessary to provide su&aent liquidity m the finanaal svstem to 
avoid the possibility of finanaal panic regardless of what the interest rate 
effects mav be thought to be Moreover many who belcve that finanaal 
policy does not influence the level of economic acQvitr do believe that it 
creates conditions necessarv if other forces are to bnng about full recovery 
“You can lead a horse to water but you can’t make him dnnk” but he 
can’t dnnk if you don't lead him to water 

And finally, the Federal Reserve must somehovr determine what 
IS the appropnate resene requirement and what is the appropnate amount 
of resenes for the commeraal banks to own It does not make these 
deasions by drawing numbers from hats or by rolling dice, it must make 
them m accordance srith what it believes will be most benefiaal for the 
economy as a whole, even though the benefits may be indeed sm all , 
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Instability for the economy can appear, as you ha\e seen becau«e while 
the people ma} uant to saxe an amount different from the amount of 
saxmgs actuallj creited, they cannot do <o And the) re«pond to «uch a 
situation h) laUng a different amount of product than they othenvi«e 
would haxe taken Recession and cyclical unemplo)Tnent appear when the 
people cannot obtain as much saxmgs as they xxant, and react bt taking 
less product Recovery from recession come« about when the people are 
provided more savings than they xrant (than they want that is at the 
recession level of economic actixitj), and react by taking more product. 

An escess of desired savings over actual creation of finanaal instru* 
ments then has a general contractional effect on the economy And an 
excess of actual creation of finanaal instruments over desired savings has 
an expansional effect With full cmplo)'mcnt a contractional effect is 
considered bad, it means recession W'lth recession conditions an expan 
sional effect is considered good, it means recover) But what about an 
expansional effect when there is alrcad) full cmplo)ment’ ^^’hat happens 
when the people together with the other three sectors try to take more 
product than the economy can produce under ordinal) conditions’ 

Recovery from a recession comes about when the four sectors try 
to take more product than is currcntl) bang produced Because they do 
so sellers' inventories are depleted supplies run short and orders are 
unfulfilled Production groups re^Kwid bj rehinng laid-off workers re 
opening shutdown facilities increasing the work week and so on thus 
raising the level of economic ac6\ity But when the people together with 
the other three sectors try to take more product than is currently being 
produced, and no more m fact cmi be produced (without institutional 
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change* *uch a* might tahe place during wartime), production groups 
cannot respond by expanding production Instead they raise price* 

Administrators of production groups need not raise prices out of 
greediness or opportunism It is not just a matter of charging what the 
traffic will bear ” When a single firm find* it cannot increase production 
with Its existing manpower and facilities but there is an abundance of 
orders and potential sales they ordinarily try to expand their production 
To do VI they try to hire more worker* for one thing With no ready 
‘pool” of unemployed workers upon which to draw they must lure 
workers away from other jobs, and to do so often requires offering to pay 
them more T~hcy must compete for a supply of raw materials and ingrcdi 
ents and for capital goods all products that alrcarly have willing buyers, 
and they together with other production groups bid up the prices of these 
materials Even firms not trying to expand will have to pay more for 
services and ingredients 

Moreover it is a basic pnnaple of economics that expansion of 
production will begin with the use of the most effiaent and best adapted 
resources and then proceed to the less effiaent and less well adapted You 
build your first factory in the best spot for a factory of its kind, you cannot 
build the second factory on the same site, and hence (chances are) it will 
be less effiaent Another way of stating the same rule is to say that 
resources whose use is unprofitable at low prices may be profitable at high 
prices Iron ore miners will not find it profitable to go after the less rich 
and/or less accessible veins unless the price of ore rises Tlie very act of 
expanding production is likely to result in higher costs for each unit of 
product This 1* why, even during recovery from recession or depression, 
there IS typically some slight increase in prices even when resources are 
still les than fully employed 

This chapter i* concerned with the subject of the price level, and 
what forces might bnng change* m it In the economy of the sixties such 
a discussion must emphasize ‘inflation," the general increase of prices, 
rather than "deflation,” the general reduction of them While recessions 
have not disappeared as problem* faang the postwar economy, and while 
the questions of chronic unemployment and a lagging growth rate have 
become important in recent years, the overriding concern of postwar 
aggregate economics seems to have been inflation Tlic "cost of living” has 
been the center of attention of the economist, the public servant, and the 
man in the street 

There is a widespread consensus that inflation is bad Yet there is 
a good deal of misunderstanding about exactly what inflation is how it i* 
measured, and what its effect* arc The first section of this chapter, then, 
will take a close look at the concept of inflation, and will examine the 
recent history of the price level 
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There is, moreover, no substantial agreement on why inflation is 
bad There are certainly some important disadvantages of inflation, which 
objective and informed people can agree upon But many oppose inflation 
for reasons based on misunderstanding of what it is and what its effects 
are Section II, then will ask the question, “Why the concern^" 

Finally in section III, a more detailed examination will be made 
of what explanation can be given for increases in the price level You have 
already seen in this chapter that increases in the price level can result from 
an excess of actual savings created over savings desired by the people at a 
full employment level of economic activity In section III, you vvill see, 
however that not all inflation results from overcreation of financial instru 
ments relative to the full employment propensity to save—that there are 
several kinds of inflation each one with a different set of implications 

Chapter 19 will take up the problems of what can be done about 
inflation through government and Federal Reserve action 


I INFLATION CONCEPT AND 
MEASUREMENT 

Inflation seems like a hiriy simple matter prices rise It is in fact 
not nearly so simple 

A decline in the level of economic activity is a highly concrete 
phenomenon Kten are unemployed, factories are closed, and less product 
18 created and taken By contrast inflation is an abstract concept It deals 
with aierage changes in prices The fact that the prices of some products 
are nsing while the vast majority are not, does not mean that there is 
inflation If the price of food or of housing or of appliances increases, other 
prices may be declining 

In fact (and this is important), changes in the structure of prices 
—some increasing, others declining, others remaining unchanged—are to 
be expected at almost any time If such changes did not occur there would 
be real reason for concern, for these changes reflect a continuing process 
of changes in technologj, in types oi products and in the preferences of 
buyers Some prices should nsc at any given time Inflation exists only 
when there is a general increase in prices But how general is “general”^ 
Must all prices increase, or merely a majonty of prices^ 

The Meaning of lafianors 

Most people accept as a definition of inflation that the prices of 
product are increasing on the average This means that there could be a 
rise in the average level of prices even if only a few products increased in 
price, if the products were important enough, or if they increased in price 
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by a suffiaently large amount. An increase m the pnce of shoe polish or 
colored penals would not be as important as an increase m the pnce of 
milk or automobiles To determine whether there is in fact an increase in 
the average level of pnees it would be necessary to take account of the 
pnce at which every single buying transaction took place (or accomplish 
the same thing by statistical sampling) 

It was once popular to regard inflation as a decline in the pur 
chasing power of the dollar Today however it is properlv realized that 
charges in the value of a dollar d^ieitd on what you bui and that as prices 
change at different rates the purchasing power of the dollar changes in 
vamng wavs for different persons or businesses Hence while inflation may 
be in general defined as an increase in the average level of all pnees no 
one tnes to measure the pnce level Studies arc made of the changes in 
pnees of particular sets of products such as consumer product wholesale 
product or new construction 

Thf Conceptual Problem 

There is one fundamental conceptual or logical problem involved 
in the definition of inflation a problem that (you will see) disturbs those 
who tiy to measure pnce level changes It is not however fundamentally 
a measurement problem, but a more basic difficulty in the definition or 
meaning of inflation 

If one year you took account of the pnees at which everything (or 
everything within some category) was purchased and the quantities pur 
chased and if the next year exactly the same quantities were purchased 
you could measure the average change m the pnce level But m practice 
you will find that exanly the same products would never be purchased 
two years in a row You would find that buyers would purchase more of 
some products in the second year than in the first and less of others You 
might find that some products would like the proverbial buggy whip have 
disappeared entirely and that others Lkc television in the postwar years 
would have begun to appear for the fim lime A large percentage of 
products like automobiles appliances processed food and the like would 
still be there being purchased in perhaps roughly the same quantities but 
changed qualitatively through model changes new matenals or new 
design 

The basic question is this How tan jou talk about an increase in 
prices of a set of products that u changing qualUainety* 

TTie problem posed here is much more fundamental than the tech 
meal one of determining (for instance) how much of an automobile price 
increase between two years reflects an unproved model, and how much an 
actual pnce increase which ought to be reflected in a pnce level measure 
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difficult as the problem js Pnce Icvd companions between years are 
stnctlv correct onlr when Ac underltvng economy—the products bought 
the quantjtiei jn which they art puniased and even the uses to which they 
are put—remain the same between die years being compared 

An illustration should male this clear Suppose you move from a 
small New Hampshire village to Los Angeles and after you have settled 
some of Tour old New England fnends ash vou whether things cost 
more in southern California, hou probable would have to answer that the 
dungs YOU bought were so diCercnt dial vou could not really mahe a 
comparison "^ou could of course died, around to find out how much it 
would cost vou in Los Angeles to bur die same products vou had pur 
chased in New Hampshire but this result would not answer dieir ques 
tion similarlv vou could try to determine how much it would have cost 
vou back m New England to buy the same products now purchased in Los 
Angeles but this result too would not be useful Perhaps you could 
satisfy your fnends cunosty by averaging the two figures but you would 
he aware that the comparison problan is not at heart a computational one 
but a more fundamental issue of how meaningful it is to speak of pnee 
level compansons between the two atics 

On the other hand if jvJur move to Los Angeles had been from 
San Diego you probable would not have been troubled by the ph losophical 
or logical problems imolved and would have procft6ti d rectlr to get an 
answer to the question even though the same problems would have been 
there to a much lesser degree, ^ou would have held—if challenged on the 
point—that your life in Los Angeles approximated closely enous'h your 
life in San Diego that pnee level comparisons could he made without 
question Even so if your eomputat ons told you that prices of things j-ou 
bought vv ere 1 percent or 2 percent h ghet or lower in Los \ngeles than 
in San Diego your conclusion would probably have been that there is no 
s gnificant d fference between the two at es 

The illustration has two important lessons for the usefulness of 
pnee level compansons between tears 

3 Price lev cl comparisons are most accurate or most v alid betwe«i 
two succeeding years such as 19i2 or 1933 as the time between the two 
years grows the comparisons become less useful and less meamn''ful Just 
as price comparisons between San Diego and Los Angeles are meaningful 
while those between a New Hampshire v llage and Los Angeles probablv 
AryjofiT so/'jjxi-fncc^wxsiwxsivrnrasw J9Ji2jsd A'sf.wcAtvwg’.W wAv.’.e 
those between 1933 and 1953 probably are not, 

2 However extremely small measuied pnee level increases be 
tween two succeeding years or even months must be suspect Newspaper 
readers arc used to front page headlmes anaounang cost of Imng reaches 
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all time bigb", the a c cot a panving storr whidi usuallr tells them that the 
Consumer’s Pnce Index has increased br one tenth of 1 percent, should 
make them skeptical as to whether annhmg meaningful has happened 
at all 

Meamring the Pnce Le%.el—the Consumers' Price Index 

As was noted, no real attempt is made to measure the pnce level, 
m recognition of the fact that prices of different products change at differ 
ent rates and e\en in different directions, so that pnce level changes affect 
different buvers and sellers in different wavs To die individual perhaps 
the most meaningful wav of dcfning pnce level chanjes would be to take 
account of the changes in pnces ol the products he or his household buvs 
If vou took the trouble to compute rour ox-n pnce level vou could tell 
whether rou were better off (rour income has increased more than the 
pnces of products you hur) worse off (rout income has increased less 
than pnces of dungs you bur), or tn about the same position a» before If 
you are a person who spends a lot on electnatv loves to chew gum and 
eat lots of chicken, rour own “pnce level” would «how a relaorely small 
increase over the past few rears If rou were instead a meOculous person 
who went to the barbenhop once a week, required a lot of medical care, 
and ate beefsteak, your pnce level would have nsen considerablr 

Most people, of cour«e. will not take the trouble to make such com 
putabons (and if they did, they would be faced with the same c o nce ptual 
and measurement problems as the professional statubaans) Even if the 
people did make their own computaaons, no guide would be provided 
therebv for public policr, some sort ol average pnce level cmapulabon 
would have to be made anywav These computaho-ts take the form of a 
"pnce index.” 

An "mdex" is a wav of prcsenbng percentage changes A artain 
year or penod of several years is estabbshed as a ‘ base,” and the average 
for the penod is called 100 (that is 100 percent) If in the next year, the 
average increases bv 20 percent, the index will be 120 Another increase 
of 20 percent in the next rear would raise the index to 144 (20 percent 
of 120 IS 24) An index does not show how * high” or * low” pnces are, it 
shows bv what percent^ they have charged since the base rear or penod 

The best known of thegovemmentallv computed pnce level indices 
IS the “Consumers’ Pnce Index” (CPI), often called the cost-of living 
index, whose current base is the average of the years 1957-19i9 

In corapubng the CPI, the Bureau of Labor Stabsbcs (BLS) 
follows roughly the same procedure that an individual might follow m 
construebng his own, personal pnce index—except that the averages do 
cot apply to any parbcular household, but mstcad to a hvpothebcal kind 
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of average household The products bought by this hjpothetical house 
hold are the typical products bought—as determ ned by period c studies— 
by cit} wage earner and clencal worker famil es that is by families 
1 ving in the city not the country receiving an average income neither 
sen low nor sery h gh and having middle class tastes in hous ng food 
automobiles and appliances 

Because the hypothetical family is an average one it behaves m 
a manner that would be odd for a real family It owns part of an air con 
dit oner and part of a food freezer (because some people do and some 
people do not buy these appliances) it buys part of a car each year (be 
cause real people do not buy them every year) and it buys very habitually 
(because the stud es of what people buy are taken only period cally not 
cont nuously) so that if beef ssent up to $5 00 a pound and eggs went 
down to 10 cents a dozen it would keep on buying beef and eggs in the 
same proport ons as before These arc not criticisms of the BLS methods 
which are the most sophisticated and accurate available They merely 
sene to illustrate a few principles concerning the computation of the CPI 

The BLS very clearly states some of the limitatons m usng the 
CPI It 18 not an index of the price level—it cannot show what happens 
to prices generally nor at the other extreme can it be used by any s ngle 
family to show what has happened to the pnees of consumers goods 
weighted by the proportions m which middle<Iass urban families buy 
these goods 

Yet the CPI is a very useful index Regardless of your buying 
habits or whether you are rich or poor or urban or rural if the CPI shows 
a significant increase in the prcc level it is doubtful that you can escape 
the effects of that increase since it is probable that you buy clothing food 
medical care fuel and other standard products counted Moreover svhile 
the CPI does not measure changes m the pnee level it is hard to think 
of many products whether producers goods or consumers goods 
whose pnee changes could fa I to affect Ac CPI eventually 

The CPI tn Detail 

The BLS publ shes monthly figures for the CPI There are also 
separate monthly ind ees publ shed for e ghi household expense categories 
food housing apparel transportat on medical care personal care read ng 
and recreation and other goods and serv ces The movements of the CPI 
behseen 1929 and 1963 (with 1929 as base period) are shown in Figure 
18 1 along with the changes in four of the major categories 

It is clear from a glance at F gurc 18 I that the different categories 
change at different rates of increase or decrease The fact that the food 
category shows the h ghest index for 1963 (189 7) and that the rent cate 



Figure 18 1 

Consumer Pnce Index 1929—1963 
(1929= 100) 
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goiy has the lowest (124 9) does not mean m an} sense that the price of 
food IS ‘ higher” than the price of housing Food and housing are not the 
same product and to say that one had a ‘ higher” price than the other 
would be nonsensical AVhat is meant is that betvseen 1929 and 1963, food 
prices rose the most, and rent the least But that statement applies only to 
the period 1929-1963 An examination of Figure 18 1 will reveal that, 
since World War II, medical costs have nsen the most apparel the least, 
and food and rent have risen an amount almost exactly equal to the average 
of all Items Using 1946 (rather than 1929) as base year, the indices for 
1963 are all items 1569, food, 1566, rent, 1540, apparel, 133 3, and 
medical 192 1 hledical care costs continue to nse the fastest today 

Other important price indices prepared by government agencies m* 
elude the index of pnees paid hj fanners used in preparing the panty 
ratio the index of wholesale ptices (also broken down into groups of 
commodities) which is watched closely because it is more sensitive to 
change than retail prices which are included in the Consumers’ Pnee 
Index and the ‘price deflators” (also broken into groups) which are 
computed by the OfSce of Business Economics in preparation of national 
income and product statistics, so that adjustment can be made as explained 
in Chapter 6 to show these statistics m ‘constant dollar" terms 

Some More Problems 

There are some important problems faang statisticians who try to 
follow the movements of pnee levels Most of them center around the 
conceptual problem mentioned earlier—that an attempt must be made to 
measure price level changes of a set of products changing m composition 
and quality 

There is to begin with a problem in trying to define a product, 
and m determining its price How would you determine the pnee of 
‘automobiles’’^ What is the representative automobile^ How would }ou 
determine the real price, when the true market value of trade ins is taken 
into account^ 

It IS even more difficult to deteiiiime the changes in automobile 
prices because it is difficult if not almost impossible to separate the changes 
m price per se from the difierent prices attadicd to qualitatively different 
products If some line of automobiles is introduced with a two inch longer 
wheelbase than the year before widi twen^ cubic inches of displacement 
added and ten more horsepower, and the pnee is $300 higher than last 
years model how much has the pnee really increased, and how much of 
the $300 are you paying just to get more product’ How can jou saj what 
the increase in automobile pnee has been since 1941, with such a different 
car today’ 
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Some concern you will see is based on misunderstanding, but there 
are also valid reasons for calling inflation harmful, both on the basis of 
equity and on an analysis of possible economic consequences of rapidly 
rising prices 


Concern Based on Muunderstandin^ 

I INFLATION ROBS US ALL " The Crudest kind of misunderstanding 
IS to assume that because the prices of most products have risen, everyone 
can buy less than before Do not forget that m the aggregate and for any 
individual it is services that are traded for product Since World War II, 
despite regular price increases for most products, the amount of services 
that you Mould have to provide to get any product has gone consistently 
down An hour of labor time buys more and more every year 

II INFLATION TAKES AWAV MY CAINS ” There IS a fallacy, easily 
fallen into of assuming that your own pay increases are based solely on 
merit and quality of work, and not on the sime inflation that reduces the 
value of the dollar The increase in prices “robs” you of most of your 

well earned” raise It is hard for people to accept that their own pay 
increase may be part of the same phenomenon that brought price level 
increases One newspaper once ran an editorial trying to show how much 
the average man could buy with the wage increases earned since 1939, if 
there had been no inflation to reduce the value of that wage increase' 

In the aggregate, a la^ part of the pay increases of the past twenty 
years was well earned indeed, reflecting as it did increases in productivity, 
but It was this "well earned” part that was nor "stolen away” by inflation, 
and which accounted for the fact that rates of pay trebled while prices 
were only doubling 

III “inflation has made mb poor " Not only does the price level 
change but prices of individual products change, and at different rates and 
m opposite directions Such changes m price structure are important in an 
unplanned market economy such as in the United States, because they 
reflect real and significant unJerJjing economic changes such as tech 
nology seasonal changes, and changes in buyers’ needs and wants Price 
structure changes would occur (and we would want them to occur) even 
in the absence of inflation But when these charges occur at the same time 
the price lei el is changing it w easy to confuse the effects of the two 

For instance if the egg farmer finds that prices of consumer prod¬ 
uct have risen by about 25 percent over the past dozen years, while the 
price of eggs has fallen by about 25 percent, he may feel that inflation has 
done him an injustice He may not stop to think that egg prices would 
have fallen, relative to other prms, even in the absence of inflation (and 
probably would have fallen more) And, as a matter of fact, despite the 
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lower egg prices he may be better off than he was in 1949 The mam 
reason egg prices are lower is that more e^ can be produced for an\ given 
investment in facilities and labor The pnce reduction represents an im 
provement in productivitv rather than a decline in pav 

Most relative changes of prices reflect changes in prcduvtivitv or 
changes in the importance of different types of product rather than the 
effects of inflation But since different changes in price for different prod 
ucts may represent (or as in the case of the e^ farmer, seem to represent) 
different changes in rates of pay and since they frequently take place at 
the same time as government indices are recording increases in the general 
price level it is inflation which is most often blamed 

Even if all pnces were to increase at preasely the same rates how 
ever, inflation would be accompanied by different rates of change of rates 
of pay because of productivity changes 

Over the past dozen years or so the level of consumer prices has 
risen bv about 25 percent, while rates of pay on the average have risen bv 
just under 40 percent Anyone vehosc rate of pay has risen bv less than 
40 percent has found his share of total product declining, and those whose 
rates of pay have risen more than the average have found their shares 
increasing Moreover, anyone whose rate of pay has risen by less than 25 
percent the rate of pnce increase, can actually take less product than he 
could a dozen years ago, his level of living has not only not kept pace with 
the average it has declined Anyone whose rate of pay has increased by 
more than 25 percent while his share may have declined, is nevertheless 
better off in absolute terms than he was before 

There are m fact examples of each case Garment workers, textile 
workers, and retail clerks seem to have expcnenced little improvement m 
levels of living over the years since 1949, and m some cases, even have to 
take less product than they did then Steelworkers, automobile workers, and 
construction workers have expcnenced increases in rates of pay in excess of 
the 40 percent average, not only have their levels of living improved (as 
has almost everyone’s), but they have unproved more than the average 
There are of course many others whose pay increases have followed a path 
more closely approximating the average 

It IS important to note once again, however, that differential 
changes in rates of pay would occur even in the absence of charges m the 
general pnce level and., b^v and larg^ arc not KyJamed hy idB^Tjsv) Bur fry? 
to tell a garment worker, whose pay has nsen little if at all m the past ten 
Tears, and who finds that she must pay higher and higher prices for most 
of the Items in her budget that she has not been "robbed by inflation ’’ 

That people generally mav tend to blame inflation for their de¬ 
clining economic positions is an example of the often-obsen ed tendency of 
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human bungs to tr) to find simple, single causes for hardships that they 
do not understand In the absen« of inflation, the blame might, as it has 
in the past be put on ‘Eastern bankers” on “cheap foreign labor,” on 
taxes” or on anj one of a number of catchword causes 

Runaaay Infialton 

Increases in the price level raise in the minds of some the specter 
of hvpennflation ’ or “runaway inflation,” such as occurred in Germany 
between the two world wars, or in the Confederacj dunng the Civil War 
In the German runaway inflation, for instance, the pnee level is estimated 
to have gone up bj a factor of one trillion (1,000,000 000,000) between 
the beginning of World War I and 1924 and in the latter stages of the 
inflation prices and wages were increased dai!}, with workers trjing to 
spend their paj as quicklj as possible before it became worthless 

Runawaj inflation is a rare phenomenon, and should not be ex 
pected to develop out of even rapid wartime inflation It is a signal not 
so much of purel} economic difliculties as of social disintegration and the 
inabilitj of a government to govern It ordinarily is a reflection of the 
political disintegration brought about by a destructive war, and is more 
common among defeated than victorious povrers In the absence of some 
cataclysmic upheaval it cannot occur in the United States 

Some Uliertor Moines 

Whether concern mth inflation arises from misunderstanding or 
from real causes it can make many people feel that some injustice has 
been done them, and these tensions and feelings of inequity are themselves 
a major real reason to be concerned with pnee level increases If conflict 
and the sense of injustice arc to be eradicated, it is necessary not only to 
attempt to limit price increases through policy, but also to stamp out illu 
sory images of the effects and sources of pnee changes 

Ko service is done, then those who spread half truths and out 
nght falsehoods in campaigning against inflation 2vo reader of newspapers 
or magazines can have escaped the many public service” advertisements 
editorials, and even news stones descnbing the sources of and evils of 
inflation These messages often contain one or the other or both of the 
following assertions (1) government spending causes inflation, slop in 
flation by reducing government expenditures, or (2), union power causes 
inflation, stop inflation by weakening or destroying unions ' 

Possible sources of inflatiwi will 6e discussed later m the chapter 

1 Some argue against ‘ goverDment apendiog and deficit budgets in particular 
as inSationary even during recessioos Thu argument was discussed in Chapter 16 
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but here a few points ma\ be noted Inflation fni\ in fact be the result of 
too much spending but it is impossible to determine whose spending was 
excessive and whose was proper just as it is impossible to determine 
whether it was the first or the last drop of water that caused the cup to 
overflow There is good reason to believe that those who present this 
argument are often more concerned with reducing the level of government 
expenditures for various reasons of their own than with the price level 
Inflation max also be associated with excessive wage increases that is 
wage increases in excess of increases in productivitv of labor but not all 
union members can be accused of getting inflationar} w age increases as 
the experience of barbers waitresses garment workers leather workers 
and other will indicate nor can union members alone be accused of getting 
excessive wage increases, for high wage industries are also ordinan!} 
high salary industries There is good reason for believing that manv of 
those who argue for weaker unions on the grounds of opposing inflation 
are reallj more concerned with unon power than with the price level 

This is not to saj that it is impossible to justify arguments against 
government aetivities or union power Nor is to saj that actions of either 
government or unions cannot initiate price level increases But as will be 
di cussed later so can a number of possible actions bj others Those who 
blame government or union actions for pnce level increases run the risk 
like the boy who cried wolf of being ignored when they are right 
because thev are so often wrong 

An extreme example of antimflation messages was an advertisement 
quoted in part below published earlj m 1960 bj America $ Independent 
Electric Light and Power Companies 

A Good Plate to Siart to Slop INFLATION 
ttTiat family today isn t directly affected by one or more of the classic 
symptoms of inflation—the rising prices the shrinking dollar the 
pinch on income pensions and savings' 

Our lawmakers are squeezed between pleas for more federal spending 
and the responsibility of presenting the bill to the taxpayen And as al 
Vvays proposals to eut federal spending meet resistance although cut 
ting spending is a direa way lo block inRjtionary trends 
One example of nonessential spending is the outliy of lax money iliat 
goes to enlarge federal governments venture into the electric pov er 
business 

More government spending is quite unnecessary to the nations power 
supply The hundreds ol indepmdenc electnc companies and their mil 
lions of investors are able and ready to fill the grov mg demand for 
electricity and utifioul tapping the txxpayen 

There may be valid reasons for opposing the spread of public power 
projects but the argument that pubbe power is inflationary is not among 
them It is hard to see why a dollar spent by a public authonty on hydro- 
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elfctnc dam projects or on «teaa generators should be mSationarr while 
a dollar «pent on the same tvpe of expansion hr pnvate business firms 
should not be Both fallaoous arguments of this adrertiscmcnt that eseir 
one IS harmed bv infiation and that s^errment spending is necessarilr 
infiationarr while pm ate spending is not, are \ndelr belies ed br those 
with no axes to grind such people maLe easr prev for the sponsors ot 'uch 
public services messages whose monies ireie it not for the widespread 
contusion then both foment and exploit, would be transparentlr dear 

I ahd Concern ozer i1 e Price Lezcl 

The fact that some misunderstand and others exploit the phenome¬ 
non called inflation does not mean that there are no \alid reasons for 
concern If e\en through misunderstanding inflanon creates a widespread 
sense of injustice done that sense of injustice itself is ample ground* for 
concerru There u reason to be troubled br both rfie real and the apparent 
effects of changes in the pnee Icicl if both contribute to anuetr and 
dis-satisfaction and become sources of conflict among the people. 

Of the real efferts pimg n«e to conflict and a sen«e of injustice the 
most important are that inflation moses at an uneien and unpredictable 
rale and that it does imoKe some real redistribution or income and 
wealth 

I vvrvss R.STES or ivcRtsst. If price increases occurred at a 
constant rate oi er time people could tatc account of them in negotiating 
contracts (including contracts to worl) or in maling plans tor the future. 
But Figure 18 1 shows that the pnceleicl moics in an erratic fashion The 
fact that there is uncertaintr oier what the pnee lei el mil be at ant pien 
future date means that in a <en«c any future commitment iniolnng a 
speafic number of dollars and cents becomes something of a gamble. 

\s in anr gamble there aie winners and losers. If someone agrees 
to par rou some time in rile future (rou roar hare lent him rooner or 
signed a long term contract) and prices nse more than he and rou had 
annapated he will be the innner and you the loser for the dollars rou 
are paid will hare less value (in terms of product) than iras anticipated 
when the contract was signed and presumable the dollars ttiII be easier 
for him to come by Of course bad prices nsen less than he and tou had 
annapated or ei-cn declined (for there are winners and losers in deflation 
too) rou will be the winner and be the loser In e ther case the loser mar 
feel he has been robbed of something to whidi he iras entitled and inflation 
may be seen as the culpnt. 

Elen if the gams and losses attiibutahle to inflation are uisignmcant 
or eien ml people may be aimcyed by riie necessity of banng to gamble. 
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when all they want to do is sign a wort contract, borrow or lend money, 
or make a sale or purchase involving future delis ery of the goods 

If pnee lesel increases make gambling and speculation an ordinary 
part of all economic activity and offer their own rewards which are as 
great as or supenor to rewards from providing productive labor and 
ownership services, then energies are diverted away from more useful 
pursuits 

Economist Fntz Machlup has written. 

One of ihc greaiesi economies of price level stability would consul m 
the redirection of effort from purely speculative activities and risk 
reducing hedging policies to actions designed to inffease the pro¬ 
ductivity of resources * 

II REDlSTRiBLTios OF REAL iscoME Bcciuse inflation (or deflation) 
occurs at an unpredictable rate ii is not ordinanlv taken account of in 
contracts to provide services and products In the gamble that ensues it 
IS not hard to identifv winners and losers The following account is based 
on the assumption that the pnee level increases, for deflation the effects 
would be just the opposite 

The biggest losers are those whose incomes are fixed in dollar 
terms or who hold fixed dollar value finanaal instruments, such as money, 
savings accounts and bonds This category includes most small savers, 
pensioners, and other people in relatively weak economic positions, but 
besides the often mentioned ‘widows and orphans,” it includes very nch 
bondholders and other absentee owners” and ‘’renuers’* 

Other losers include those whose pay, while not fixed permanently, 
nonetheless is not quickly adjusted upward as the price level nses This 
group includes many pensioners, such as those on social secunt), whose 
benefits are penodicall) increased by legislative action to take account of 
price level changes (Those in pnvatc pension programs do not, of course, 
have their benefits so increased ) Others whose pay lags include many, 
probably most, wage earners, especially government employ ecs such as school 
teachers and pnvate sector employees m relatively weak economic positions 
such as nurses farm workers, retail clerks, and such general categones as 
women and Negroes ^^^llle there may be speaal hardships in some cate¬ 
gories recent research has shown that wage earners as a whole lag behind 
the rest of the economy less than had bem believed, and that such redis- 

sStitemeoti in L S Coogress Joint Economic Coramiitee Emflajmenl, 
Growth and Puet Lmit Hiartngi, Parc JA (Wajbingion, DC Govcromcat 
Pfiniing Office 19$9), pp 2823f 

» Ii IV ofien laid ihai “crcijiiois* as a group are loieri la inflation. Tbn 
would leem to imply that banlls loiurznce companiei and other financial inter 
mediariev ai oromment lendrrr arr among tbe mayor Joreri But there lortitut/onr, 
wbich do in fart bold fiied dollar value claims also issue fiied dollar value claims 
as accounts and themselves have *1iedgcd ibeir bell" fairly well against mflauon. 
ll IS the holders of the accounts—the aitunace “creditors"—who are the real losers, 
not the intermedianes. 
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tnbuti\e effects are slight Recall, htmcver, that during price let cl changes, 
It IS easj to mingle the redistributitc effects actually due to inflation ttith 
those resulting from more basic economic changes such as technological 
improtemcnts 

Standing bettneen the WToners and losers are some—probably a 
majont) perhaps a large one—whose paj and/or financial wealth in 
creases in dollar talue at roughly the same rate as the price letel rises. 
Mant wage and salary earners arc m a position to insist on keeping up 
with the game In fact, some labor management contracts include a clause 
protiding for increases or decreases in stages as the CPI rises and falls 
Contrary to the widespread belief that when there is inflation 
eserybod) loses ” as a matter of fact (unless there is a decline m economic 
activity) where there are losers there must be winners, and their winnings 
must equal the losers' losses But the asmncrs' positions arc often somewhat 
concealed 

Not concealed, however, are the gams made by those in strategic 
positions in the economy, who demand greater shares of total product, and 
whose demands sometimes actually initiate the price level increases ^^’hl)e 
these stratepcally placed persons include members of strong unions, they 
also include ow ners of net worth m strategically placed companies (often 
the tame ones where strong unions operate), whose administrators have 
raised prices by more than the average, and have raised their own salaries 
while they were at it A popular example, though not an isolated one, is 
the steel industry, whose wage, price, profit and salary figures have ahown 
redistribution in the favor of workers, administrators, and owners of net 
worth during periods of inflation 

A concealed and often unaware v«inner in inflation may be the 
taxpayer ^Vhen government pensions and salaries of public servants de¬ 
cline in real value as the price level rises, it is the tivpaycr (whose taxes 
would have had to have been increased in order for these payments to have 
kept pace with the price level) who benefits 

The biggest w^n^ers, however, are the owners of net worth, par 
ticularly of corporations As the product they sell rises m value and as 
their assets rise m value dunng a penod of inflation, their obligations to 
wage earners and especially to their creditors do not Hence net worth rises 
in value Since corporations often do not increase their dividends when 
such profits appear, the profits take the form of “capital gains,” and are 
hence not so obvious as the losses taken ly savers and pensioners 

Some people might regard these redistributive effects with favor 
After all, say some, why should any more be paid to ‘ absentee owners” of 
bonds, mortgages and the bke, than just enough to make sure that such 
instruments will be held They argue that a dynamic, grownng economy 
requires that there be some who are willing to take risks, and that the 
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Inflation and Other Economic Problems 
In assessing the reasons for concern about inflation, note must be 
taken of the possibility that increases in the price level may be associated, 
either as cause or as effect with other and perhaps more fundamental 
economic problems 

I EFFECTS OS’ ECONOMIC ACTIVITY It has already been seen that 
one hardship imposed by a rising or falling price level is that the uncer¬ 
tainty about the future created by such instability of prices makes ordinary 
economic transactions become speculative It is often argued, and probably 
■with some truth, that the uncertainty created by random price changes 
may in fact discourage economic activity, because it increases the risk of 
loss, and that hence inflation may bring about a decline in the level of 
economic activity, or retard the economy's rate of growth Note that this 
aigumenf would hold for either inflation or deflation 

But It also seems reasonable to expect that rising price levels may 
have the opposite effect of quickening the pace of economic activity, De 
dining prices may be expected to induce people and business firms to 
postpone purchases, because future prices are expected to be lower, and 
rising prices may be expected to stimulate more immediate purchases, be¬ 
cause buyers want to avoid paying even higher pnees in the future Pro¬ 
ducers are probably more willing to expand faalities when there is a 
ready market, as there so often is m inflationary periods 

It IS probably impossible to test which of these effects is more 
powerful, because so many different factors are acting at the same time 
to influence the level of economic activity that it would be impossible to 
isolate the effect had by the rate of change of prices It may be noted, 
however, that throughout the tsventieth century periods of prospenty in 
America have been been accompanied by cither gradually or fairly rapidly 
nsing prices, and that, gcneralJy speaking, reductions in the general level 
of prices have not occurred except during recessions and depressions 

Finally, it has been argued that even if a rising pnee level stimu 
lates economic activity, inflation is bad because the stimulus is “artifiaal” 
and the high level of economic activity thereby created is unsustainable 
By this line of reasoning, an increase in the price level must be prevented 
to avoid a recession There is no consensus among economists or anyone 
else, as will be seen again m Chapter 20, on the relationship among price 
stability, the level of economic activity, and the rate of economic growth 
If INTERNATIONAL TRADE PROBLEMS Inflation has given some coun¬ 
tries difficulty in their international trading relationships When the 
domestic price level rises fasler ffiaa the pnee levels of other countnes, 
that country’s own people and businesses will be encouraged to buy more 
from abroad, while foreigners will be discouraged from buying that coun 
try’s exports The result may be a “dironic balance of payments problem," 
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AIlc^oeco^cnuc rtasonio^ not ujvued in this voli-iiic is npccssarr ior an 
analvsi' of s’ructara] i.'ietrplwncft and speafic dfprcssio'is.’ 

'iialarlr oTcrcreanon cl finaanal ins*iiiinents Ttlatjvc to the lull 
emplorraert proptns tr to sare does not account for all increases in Ae 
pnee leeeL The tvpe of infiatiim eaep^amed br this analrs < is not hcneecer 
called crclical inflation because irSation is not thou^t to be an ordinarv 
part of the business cede, nor s« there obvious cedes of price levd 
taorements. Instead it is iisuallr called demand inflation the express on 
denves from die theoir that this tvpe of inflation occurs when burers trv 
to bur or irwond more product than ran b- created under existm^ irsti 
tutional condiOors. There is too much demand whenever the amount of 
financial instniments acruallT created crceeds the fuU-cmploviiient desires 
of the people to acquire finanaal mstnunents.* 

There art, howritr odi»r explanations for inflation some of srh di 
Trill be discuss'd later Here let it just be no'ed that for demand inflation 
to enst, there must first be fiJl oaplcmnetit and capaotr production If 
the pnce lesd uses but there is substantial or even fairlv h j^i uneroplov 
mnit and excess industnal eapaatv the use m the price lei-d cannot be 
attributed to excess demand Of the pnce level increases shown in 
Figure 18 1 onlv those of the Wodd War II penod (1941—1®43) when 
the CPI rose from 62 9 to 76 9 an increase of about 20 ptreent) and the 
period muaediatdv foUoxnrg (194>-l9tS when the CPI rose from 
76 9 to 101 8 an mcre-se of almost 2 > pertent) together with a brief 
penod at die outset of the Korean conflict (the 1®"'0 CPI read 102 8^ and 
in 19''1 had n«en to 111 0 as 8 percent increase in a single Tear) can 
with some jusafianoa be attributed to overoraaon of fisanaal instruioents 
rdanve to the propensitv to sate and too touch spend ng ’ 

ffon Demand Inflation ts IrUialed 

The associaaon of demand inflation with war suggests somerii ng 
about how it is mitiatcd. 

Like crclical imanplovment and recession demand mfiabon can 
arise out of decisions on the part of aur one of the four sectors to take more 
product. If businesses take more product tfaer will create more new finan 
aa! instruments. If government takes more product, without dianging 
tax receipts (or reduces taxes without cutting back on the amount of prod 
uct taken) gurernment deficits will be increased or surpluses reduced 
and hence more finaaaal instniments will be created. If the rear nf the 
world takes more net product more financial instruments will be issued 

® In rconomics “demand" docs not mean flow much product buvers c.aar if 
It did demand would alwai-s be “czctss ve since cvervone apparentlv alwavs 
wants more Instead it refers to how modi bnvers will buv or tij to buv under 
speci£ed conditions—such as full cmplorment. 
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to Amencans If any of these happen at full employment when the amount 
of f5nanaa] instruments created already satisfies the people s propensity 
to save the price level will nse It will also nsc if th« people deade to 
take more product and hence deudc that they do not want as much savings 
as they have been acquinnj 

But for the L oited States the rest ot the world sector la probably 
too small to account tor signihcant pncc level increases and the people are 
ord nanly too consistent in their buymg hidnts to account for a pnce level 
increase Bes des the people s abilitv to trv to spend more and to initiate 
demand inflation is restrained by the same built in stabilizers that help 
prevent severe depression Moreover in peacetime government activity 
rarely (in the modem world) accounts for uuQation of inflation On the 
contrary in recent years federal government expenditures have risen pro 
portionatelv less than total product has risen while the full-emplovment 
yields of existing tax rates have nscn proportionately more than total 
product because of the progressive feature ot the income tax 

Hence in peacetime demand inflation is ordinafilT assoaated with 
viv vtvxwtment.—vtv attempts bt bvis ac^vivtc WAte ptod'ictive 

facilities and uivenwnes If investment does appear with major technolog: 
cal breakthroughs and dnes up after each major breakthrough has been 
fully exploited the penods of boom are often associated with pnce level 
increases while the penods of dmng up ate assoaated with decline ui 
the level of economic activity The instances of investment boom m 
fianon however are rare and nonexistent in recent years 

artime however is another story Then all four sectors can 
contnbute to pnce level increases Foreign sources of supply of many im 
portant products are cut off but buyers sail attempt to buy as much as 
before even though demesne sources usually are inadequate At the outset 
of war buyers m the pnvate setter—meaning business and the people— 
often try to stock up on product they think will become scarce Attempts 
to hoard product that had been scarce dunng Morld M’ar II account for 
much of the sudden pnce level spurt at the beginning of the Korean 
conflict. 

But the mam contnbutor to wartime inflation 1$ of course govern 
ment Not only does government attempt to buy cons derably more product 
than in peacetime but it typically does not raise taxes by as much as ex 
pcnditures Even though there is capaaty production dunng wartime 
governments typically employ deflat budgiet^—preasely the opposite of 
accepted antimflation policy Dunng Morld Mar II for instance the 
publ c debt ircreaved bv about "^00 billion The tvp cil policy of wartime 
defiats is not rece«sanly unsound The reasons for it are d scussed m the 
next chapter It is mentioned here only to indicate one of the major reasons 
that wartime is typically inflation time. 
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“Too Much Income" 

In Chapter 12 jou saw that ‘ not enough mcome” and “not enough 
mone) were commonly offered but incorrect explanations for cjclical 
unemplotment Similarly demand inflation is often explained by various 
people as the result of too much income ’ or "too much money ” The idea 
that inflation can result from “too much income" is patently false There 
IS alwajs the same amount of income created as product created, there 
cannot be more than enough income to buy all the product created, just 
as there cannot be insufficient income to buy all the product created 

The idea that there can be “too mudi money,” and that excessive 
money creation is the major cause of inflation, is far more tndely held, 
and requires more extended examination 

"Too Much Money" 

There are a number of reasons why people commonly look to the 
tise of the money supply for an explanation of increases in the pnce level 
Some of these explanations have a degree of truth in them 

1 Hii/orj In the past pnce It-vels have increased when major gold 
dtscovenes have increased the supply of money, or when irresponsible 
rulers have debased the com of the realm” and paid for additional ex 
penditures by coming more money It is not hard to see why the price 
level would increase under sudt arcumstances Money is after all, a iinan 
cial instrument representing a claim to produce In the days of these classi 
cal ’ inflations in the fifteenth, sixteenth, and seventeenth centuries money 
was virtually the only type of financial instrument widely held by the 
people These sudden increases in the sire of the money supply represented 
overcreatjon of flnancia! instniments relative to the then existing propen 
sity to save. Too much money,” then, is not the general explanation of 
a nsing pnce level ‘ Tew much new savings” is more general 

2 The Value of the Dollar In inflation the “value of the dollar” 
in terms of product declines Hence, it is argued it must follow that there 
are more dollars An increase m the amount of dollars is associated with a 
decline in the value of dollars But an increase in the pnce level is also 
assonated with a decline in the value (in terms of product) of bonds 
savings accounts insurance poliaes, and even fixed incomes Anything 
fixed in terms of dollars declines in value Does that mean that inflation 
IS explained by too many fixed dollar value finannal instruments and too 
many fixed incomes^ 

This explanation is really based on a confusion between dollars as 
a unit of measurement of value and dollars as a type of financial instrument 
representing a general claim to producL The confusion is between ‘ money” 
and “money’s worth,’ as discussed in Oiapter 9. 
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3 Afore Aloney Hence Jllore Spending It is tvidely believed, and 
was once accepted bv economists that the more money people had, the 
mote they would spend But histoncal evidence shows this intuition 
pleasing theory to be false There is no established statistical correlation 
between the size of the money supply and the level of prices 

4 Terminology The assoaation in many people’s minds between 
the amount of money and the level of prices is encouraged by the use of 
such terms as ‘monetary stability” to describe price level stability Such 
expressions refer to ‘stability” in the value of mone), not in the amount 
of money 

5 Alonetary Theory There is, however, a school of thought wnth 
wide acceptance among economists that the transactions that result in the 
creation of more money can also result m overcreation of financial instru 
ments relative to the people’s propensity to save and hence lead to increases 
in the price level There are two major tjpes of such theorj It must be 
pointed out that both theories arc based on acceptance of the principle that 
demand inflation is explained by an excess of financial instruments ere 
ated over the amount the people want to save at full employment, they do 
not conflict with the general analysis outlined m this chapter 

One theory says that only through commercial bank money creating 
operations can the amount of finanaal instruments created exceed the 
amount the people want at full employment The assertion is based on the 
nature of money and the transactions through which it is created When 
people buy a bond, acquire a savings account, or in fact acquire any finan 
cial instrument other than money, they must give up money for it The 
transaction cannot take place unless there arc willing holders Therefore, 
It IS argued creators of financial mstniments other than money cannot 
create more than the people want to hold If the people did not want to 
hold these instruments they could not be issued On the other hand, how 
ever, if a firm wants to invest, and borrows from a commercial bank, it 
IS not necessary that anyone first have made a decision to save The bank 
simply accepts the firm’s promise, and issues money to the firm When 
people go to work for the firm, they do so because they want to earn 
money, and w anting to earn money is no sign that they w ant to sav e 

Hence only commercial banks goes the argument, make possible the 
overcreation of financial instruments relative to the full employment pro¬ 
pensity to save 

W'hile this theory has many advocates it also has many critics, who 
attack It on two general grounds First, they say, not all transactions that 
involve money creation also involve new lending by commercial banks 
Money is also created when banks acquire and ‘ monetize” already existing 
promises, such as government and corporate bonds Hence there is no one 
to-one relationship between the size of the money supply and the creation 
of new financial instruments Second, the cntics say that it ts possible to 
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have ovcrcreation of financial instruments relative to the full employment 
propensity to save without money creation They accuse the theory of 
ascnbing an unreal kind of step bj*4tep operation to the economy, when in 
fact many transactions take place simultaneously The theory says that 
first the financial instruments are issued and Ihtn the money is spent But 
if firms in the aggregate deade to acquire more product, they usually try 
to hire the additional men (away from each other, thus bidding up wages) 
and/or order the nesv product from other firms (outbidding other firms) 
at the same time as the new instruments are issued The new finanaa! in 
struments are issued and the price level increases at the same time In the 
aggr^ate the increase in money paid to those who provide services goes 
in part to buy the new finanaal instruments issued As people’s pay m 
creases, they u<e some of the increase to acquire the new financial instru 
ments The saving is “voluntary,” but the price level has risen 

The second theoiy is the most widely held ‘ money” approach to the 
price level This theory is based on the reasoning that as the money supply 
increases other things being equal interest rates will fall If lower interest 
rates encourage an increase m investment, more new financial instruments 
will be created and the price level may nse Critics of this theory wonder 
whether interest rate changes at least within the range typical in America 
have much if any effect upon investment 

There is no agreement that either hypothesis is valid or invalid 
They are both based as noted, on the fundamental theory attributing de 
mand inflation to ovcrcreation of finanaal instruments and on that theory 
there is very wide agreement 

It Spreads 

There is no difference between the reasoning concerning recession 
and the reasoning about inflation on why the instability spreads beyond 
the sector in which it was initialed In recession those whose pay is new 
finanaal savings have less to offer in exchan^ for consumer product, and 
so less consumer product can be created and taken In inflation those whose 
pay IS new finanaal savings have more to offer in exchange for product 
and since no more consumer product can be created, pnees are also bid 
up m that sector 


Hotv Great the Increase? 

The concept of the multiplier appropnatc to a decline m the level 
of economic activity is also appropnate to demand inflation In Chapter 13 
you saw that any decline will continue until the amount the people want 
to save falls to a point at which u is equal with the amount they can save. 
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and that the degree of decline can be cstinuted bv taking the full-cmplov 
ment divergence between desired savings and actual savings created and 
multipljnng it by the multiplier 

Similarly the pnce leiel increase will continue until the amount 
the people want to save nses to a point at which it is equal to the amount 
of new financial instruments being created The amount of increase in 
total product m dollar terms is found bv multiplying the same mulnplier 
bv the difference between the amount the people want to save (at full em 
ployment before the pnce increase) and the amount of new finanaal in 
struments being created 

But m Chapter 13 you also saw that the decline mav be even 
greater than the multiplier would iinplv because when the people take less 
product businessmen mav once again revise their forecasts of future sales 
and cut back on investment once again Stmilarlv in mfiation the mul 
tiplier mav underestimate the degree of pnce level increase If the pnce 
level nses, and if people believe that it will continue to nse they will want 
to hurry up and buy now, before pnees nse soil further, this attempt to 
buy even more tnay force pnees up suit further Both a nsing pnce level 
and a decline in the level of economic activity tend to feed upon them 
selves ” 


Ltmtlattons of the Symmetry 

Of course inflation and recession are not the same things nor even 
exact opposites of each other You have already seen that where recession 
IS a concrete and easily identifiable phenomenon, inflation is abstract and 
elusive There are at least two other major differences between the anaJv 
SIS appropriate to inflation and that appropnate to recession 

For one thing, when there is a recession what is usually called for 
IS Tteoserj —a return to high levels of economic activitv But when there is 
inflation, the answer is not to return pnees to their old levels To do so 
would involve deflation, which as you have seen creates many of the same 
difficulties as are caused by inflation Attention is directed to stripping in 
flation, not rnersing it. Deflation after inflation is not similar to recovery 
after recession 

Second, where there is a decline in the level of economic activity, 
it IS not difficult to get consensus on poli^ to bring recovery because virtu 
ally any 5<il’/ty ch/s&en wHl snabe sossie people better without making 
anyone else worse off By contrast, it u difficult to get consensus on polices 
to combat inflation, because almost all such pohaes seem to make some 
people worse off—they restrain someone from doing something—without 
mabftg axijone obviously better off This tnflaboa policy dilemma assumes 
prominence in Chapter 19. 
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Other Types of Inflation 

Sometimes the price indices show an increase in the level of prices 
when there is less than full emplo}inent and less than full capacity output 
implying that something other than "excess demand" is responsible More 
over many economists believe that some price level increases even with 
full employment and capacity may be traced to nondemand origins 

Some of the increases registered by price indices may be attributable 
to the construction of the indices themselves, rather than to the existence 
of a real increase in the general level of prices For instance, suppose cold 
weather conditions in the southeast and southwest lead to Josses in orange 
crops, with consequent increases in orange and orange juice prices Because 
of the price increase, the people cut down on their purchases of orange 
products and substitute other products whose price has not risen, or per 
haps whose price has declined The price indices record the price increase, 
but not the change in purchases The “weights,” established by an earlier 
survey of buying habits, do not change with every price change The 
people, as buyers are more flexible than the indices themselves 

But more often, the indicated price level increase has actually oc 
curred The explanations for other types of inflation involve microeco 
nomie reasoning, and are beyond the scope of this boolc But the major 
outlines can be indicated 

INFLEXIBILITY OF PRICES Suppose the people want to buy more of 
one product, less of another They are not trying to spend any more than 
before, but are trying to spend their money in a different way Microeco 
nomic theory says that one immediate result should be that the price of the 
first product wnll rise, as the people try to buy more when at first no more 
IS available, and that the price of the second product will fall The average 
price level should change little if any 

But suppose that while the pnee of the first product does rise, as 
expected, the price of the second does not fall The second product may be 
in one of the “administered price” areas of the economy, where adminis 
trators make an effort to have high stability of ‘list” prices Then prices 
would be rising in one area of the economy and constant in another The 
average price level would nse 

Economist Charles E Sdiultze argues that the price level increases 
of 1955-1957, which occurred in the face of growing excess industrial 
capaacy, were of this type, which is called demand shift inflation or sector 
inflation Schultze argues further that when the people try to buy less of 
the second product, the industry affected will probably have to keep pace 
with wages and salaries in the rest of the economy, and may even have to 
raise prices * 

•Charles L Schultie Seeeai lafatitn la tie UmteJ Staler, Joint Economic 
Committee Study Paper (Wasbington^ DC. Govercaieat Friatiag Office, 195?) 
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COST P^FLATiov Tte traAfi/mal explanation for inflation at 
tributes the initiation of pnce letcl mcreases to demand—that is to dea 
stoos made bv buyers rather than sellers The general explananon has been 
that burers try to buy more product than can be created 

But there is a gromrg ExxIt of op nion that pnce lerel mcreases can 
be m tiat*d bv sellers—sellers of services and sellers of product. Rather 
than deraandmg product, sellers demand higher pay—higher pnces higher 
wages and higher profits 

It has to be roied that demands for h gher pav reed rot result in 
higher pnces If through l-chnological change t becomes possible to pro 
duce more product for the same amount of services used then those who 
provide services can be pa d more with no increase m pnces But if those 
who provnde services demand and receive pay increases that exceed the in 
crease in productivitv pnces will nse 

It IS argued by advocates of the cost inflation thesis that much of 
the mflanoo in post-\4orld War II Arrenca, aside from the obviously 
war induced demand inflation of l94o-I948 and 193(^-1931 is attnbut 
able to demands for higher par on the part of providers of services—de 
mands for pay increases that m the aggregate exceeded the increases m 
productivity in the economy 

Many who say that there has been cost inflation of this sort sa? 
that it must have been permitt'd or encouraged by goveminent policy 
They sar that pnce increases and wage increases without pnor decisions 
on the part of the people to buy more should result in reduction in sales 
and unemployment. But government, by maintainng a fuU-empIovment 
policy allows workers and administrators to receive pnce and pay increases 
without fear of unemployment. Cnoo of the view that cost push infia 
Bon requires govcmment support say (once again) that it assumes an 
unreal step by-step operation of the economy where actually many things 
happen simultareouslv If many people demand and get pav increases then 
buyers in the aggregate will have more money to spend and will spend 
more thus making unemployment less likely 

More Problems Ahead 

You have seen m this chapter that it is virtuallv impossible to pro¬ 
vide a logically consistent defimBon of inflation that it is diScuIt to 
measure pnce level changes without coasderable built-in error ” and 
that there is widespread misunderstanding and still cons derable uncer 
tainty over the e£ects of mcreases m the pnce leveL You have seen that 
there is even some d sagrecment over the causes of mflation 

The difioilnes raised by the topic of pnce level do not end with 
this chapter ^ou wili next review some of rfie basic problems faced by 
policv makers whose task it is to arrest pnce level mcreases Before they 
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can decide to combat inflation they must ascertain that there ii inflation 
—no easy taslw Thej must deteimine what life of mflatian exists because 
policies appropriate to combating one Ijpc of inflation may be extreme!) 
harmful if another type exists. And most difficult of all the) roust achieve 
popular consensus on actions that on their face, appear to do harm to one 
or more major groups in the American economy 
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POLICY AGAINST INFLATION 


There is \videspread agreement that the instruments of gosemment policr 
should be used to combat an? mflationarv pressure that mar appear in the 
economr Virtuallr everyone agrees that a stable pnce level is one of the 
major objectives of economic poltcv Even those mentioned in the preceding 
chapter as frequent “winners in inflation ordmanlv do not favor it But 
this agreement is not easilv translatable into consensus on anv particular 
course of action at any particular time 

Chapter IS suggested some of the reasons vvhv consensus on anti 
inflaoon policy is difficult to achieve Inflation which seems like a simple 
enough concept at first becotnes slippcnr when you trj to grasp it And 
there are unavoidable weaknesses in the wavs in which we attempt to 
measure changes in the price level Thus there is often room for disagree 
ment over whether there realiv is inflation at anv particular time Com 
phcaorg this already difficult problem is the fact that there is alvv avs a 
lag in the avulabilitr of pnce index data. At best policy makers must refer 
to last month’s figures Policy makers sometimes have continued to fight 
inflation after the economy has already begun to decline into recession, 
such errors in timing can have senous consequences increasing the seventy 
^S'/ aVe .vw cVpirrfcrre /rocr fCsMitr 

\ number of other factors complicate the process of deadin<^ 
whether and how to combat infiation, and these will be discussed in the 
first section of this chapter The remamder of the chapter mil concentrate 
on three major steps of anCmSation policy—finanaal policy, fiscal policy, 
and direct controls. 


349 
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I PROBLEM OF FORMVLATING 
AXTIINFLATION POLICY 

The first requisite of successful antunflation policy is to recognize 
inflation This means both bang aware of mfiationaiy pressures when they 
do exist and knowing when they do noL The next problem is to determine 
uhs the price Jeiel is nsing or in other word*, srhat t)fif of in&atioti there 
IS The final problem is one of formulating and executing an apprc9n2te 
pohcy or set of pohaes to bnng the price level nse to a halt. 

JFhat Kind of Inflation? 

Recogmrmg what kind of inflation tfiere is at any given Cme is 
not simple. There arc no clear-cut and universally applicable rules that vnll 
tell policy makers without quesuon what factors arc causing any particu 
lar price level increase. In every case, detailed examination of what in- 
dividual pnees are nsing or nrng fastest, and careful invesOgaDon of 
what pressures lie behind those particular price increases will be required 
But some general guidelines to recognizing up * s of inflation are available. 

^Then the output of the economy is at capanir, and the pnee level 
nse IS a paracularlv rapid one it is a good guess that the Inflation is of 
the demand type ^\'/th demand inflaoon, everyone is likely to be highly 
consaous of apparent shorties' of a number of types of product, and of 
the existence of a sellers' market.” 

If the price level is nstng when there u substantially le<s than full 
employmert of labor and there is excess industrial capacity, demand in 
flaCon be ruled out. This gaidehn^ is a very important one, because 
around it have revolved some of the biggest controversies about inflation 
in the last two decades 

The reason this gmdelm" is important is that contractional finan 
aal and fiscal policies whudi would be proper poliaes in p^ods of demand 
inflaaon, probablj cannot halt other fvpcs of inflation, and farther can 
even cause unemployment and recession. The objective of contracnonal 
finan aal and fiscal policy is to get the four sectors to try to take less prod 
uct than they are currently tmng to take, if however, they are not really 
tr3ing to buv more product than ran be produced, discouraging them from 
buying will result in a dfcLnr in Ar Icvd of econniric actinty 

On« amtrovcr«y, for instance, involved Ae years 1955-1957 a 
number of economists did not believe that Ae pnee level increases of Aose 
Are» years resulted from "excess demand ” But onhodox fiscal and (es- 
peaally) finanaal polioa were employed anyway Pnees contmued to 
nse, and in fad kept nsing dunng Ac recession that followed in late 1957 
and mu A of 1958 

‘ Sectoral” or "demand-shift” inflation, it is 


la-d, u indicated by 
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in which no particular firms, indusTnes or groups ol individuals arc 
sm[;led out for special attention Except in wartime, opposition has been 
strong to ‘direct controls' This strong opposition presents a dilemma in 
the case of nondemand types of inflation How do you reconcile a prefer¬ 
ence for fiscal and financial policy—appropnate only in the case of de¬ 
mand inflation—with the existence of nondemand inflation’ 

There are a few on the other side of the ideological fence Some 
who favor more economic planning in the American economy, or more 
government intervention in union management collective bargaining, may 
favor direct controls, even in a period of demand inflation 

/fxes to Grind 

The problem of choosing an effective and acceptable policy against 
inflation is certainly made no easier by those who, as mentioned in Chapter 
J8, seize upon the opportunity provided by price level increases to grind 
their own axes against government expenditures in general and/or against 
unions The fact that these interests offer what often prove to be incorrect 
diagnoses of the reasons for price level increases maVes it more difficult for 
policy makers to get acceptance for a correct kind of remedial action 

An example was provided in 1962 Midwestern beef cattle farmers 
attempted to raise the prices received for their cattle by withholding cattle 
from the market The face that their "withholding action" was successful 
was reflected in an increase in the Consumers' Price Index But some com¬ 
mentators publicly took the “reappearance of inflation” to be a sign that it 
was time for a cutback in government expenditures* 

Achieving Consemus 

Even if policy makers are sure that there is inflation, and even if 
they know what type of inRation exists, and even if no one cares about 
ideology and no one has axes to grind, there is still an extremely difficult 
problem facing those who must decide upon and execute antiinflation policy 
It is relatively easy to get popular acceptance for policies that combat 
recession, at least when such poliaes are understood since they ordinarily 
involve increased income for some people and reduced income for no one 
But It IS very difficult to get similar acceptance for antiinflation policy 
Properly conducted antiinflation poliqr should not reduce total product or 
income tor tfie economy as a wAoCe, 6ut it often wifT ('and will always 
seem to) reduce total product for someone or some group, or otherwise in 
flict some kind of penalty or restraint 

If people are tT)ing to buy more product than can be created—that 
IS if there is demand inflation—then antiinflation policy must deprive 
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someone of the ability to buj something Of course people could not ha\e 
bought more product than exists even m the absence of antimflation policv 
but effective policy restrains some people from even making the attempt 
If instead increases m profits vyages and other pay are deemed excessive 
for price stability somewhere in the economy—that is if there is cost in 
flation—then antimflation policy must prohibit someone from receiving 
as large a pai increase as he otherwise veould have achieved Preventing 
such pav increases does not mean that the people as a whole must take less 
product but It ordmanl) docs mean that certain groups must take less 
product 

Inflation in general means there is excessive something—excessive 
demand excessive profits excessive wage increases Effective remedies in 
general involve restraint which no one enjoys ^Vhen general controls— 
fiscal and financial policy—are employed no one decides specificalh who 
in!) be restrained nor hoir When direct controls are used judgment must 
be used to determine which groups are directly restrained—a fact which 
contnbuted to the unpopularity of such controls 

The reasons for difficulty in achieving consensus on any given anti 
inflation policy underline some of the difficulties inherent in policy deasions 
in genera] In the field of welfare economics {a branch of economics in 
which attempts are made to define tests for determining whether a particular 
economic activity contributes to or detracts from the general welfare) there 
are two guiding pnnciples The first is that any economic activity or any 
change that improves the wellbeing of any person in his own estimation 
without at the same time detracting from the wellbeing of any other 
persons in their own estimation improves general welfare Antirecession 
policy often fits this description The second is that it is impossible to sap 
whether the general welfare is improved when $10 is taxed away from a 
millionaire and given to a starving man there is no scientific or logical 
basis upon vv hich to make such a statement This is so because there is no way 
to measure count or compare wellbeing among individuals Similarly 
there is no formal scientific or logical basis upon which to state that anti 
inflation poliq (tl it penalizes someone m his own estimation) contributes 
to the general good 

The problem of policy makers is not to prove in a formal way that 
antimflation policy is benefiaal however It is to achieve consensus on 
measures that do appear to penalize someone You will see as the policy 
measures that can be employed are reviewed in the follomng pages that 
heavy reliance must be placed on two kinds of measures (1) those in which 
It IS difficult to determine preasely uko is being restrained or penalized and 
(2) those that go into effect more or less automatically without the necessity 
for consaous choice by a policy maker when there arc inflationary pressures 
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II ANTIINFLATION FINANCIAL POLICY 

In most countries responsibility for formation and execution of 
financial policj is predominantly tfiat of the central bank, svhich in the 
United States is the Federal Reserve System, operating as a unit Because 
of Its close link with the money system, financial policy administered by the 
Federal Reserve is commonly called monetary policy But the expression 
'monetary policy” is a little misleading the amount of money is not the 
mam consideration ol monetary policy Instead, the rationale for monetary 
policy IS the proposition that by controlling the amount of money m the 
economy, Federal Reserve ofEaals also influence the rate of creation of new 
financial instruments^ 

When officials of the Federal Reserve believe that there is inflation 
of the demand type they exercise their powers m a contractional, restrain¬ 
ing way selling government bonds on the open market to reduce the reserve 
accounts of member banks raising the required reserve ratio (that w re 
ducing the multiple" of Chapter JI), and thereby reducing the money 
supply (In practice, all the Federal Reserve usually believes it needs to do 
in a growing economy with inflationary pressures, is to keep the money 
supply constant to exert a restraining influence To sharpen the points made 
in the discussion, in this chapter it is assumed that the Federal Reserve 
actually acts to reduce the money supply ) Beside these actions which limit 
the size of the money supply, there may also be an increase m the ‘‘discount 
rate ' and perhaps an attempt to exercise ‘ moral suasion” through general 
announcements of the need for bankers to cxeraie care m making loans in 
light of current economic instability 

By and large, then, the action taken by Federal Reserve officials 
during what they believe to be inflationary periods will have the effects of 
reducing the size of the money supply The Federal Reserve unquestionably 
has control over the money sujiply But, it might be adeed, so wbat^ Does 
this power mean that the Federal Reserve can influence the rate of creation 
of financial mstrumenCs, and hence the amount of product buyers attempt 

There is far from universal agreement on the answer to this question 
Manipulation of the money supply has been the chief stock in trade of 
central banks for well over a century, but over this period of time official 
opinion and economic reasoning as to both whether and why restraint on 

> Economisti once accepted a> the orthodox view that it was the quantity of 
money in the economy that was roort important m determining how much buyers 
spent—or tried to spend Today while a few economists still advocate variants of 
this so called quantity theory of money it js decidedly an unoribodox and minority 
view Nonetheless its intuitive appeal is so ttroog that this view is probably the 
one most commonly seen in journalisuc and other Uy discussions of inflation and of 
monetary policy 
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It IS be3d that Jiigber interest rites will discourage potential borrowers from 
creating and issuing new finanoal instnimeots and that if the increase in 
interest rates is sufficient!} great the consequence will be price stabilization 
Note that the theorj docs not depend on limiting lend ng activity by com 
mercial banks alone t ght money policies raise interest rates throughout 
the economy—on short and long term bonds both private and government 
on loans by financial intermednncs both commercial banking and other, on 
consumer loans loans to house buvers on virtually all types of financial 
transactions 

Federal Reserve act vity influences interest rates within a maximum 
range of 3 percent or 4 percent that is interest rates charged to business 
firms wishing to invest m inventory or productive facilities rarely rise h gher 
m times of tight money than 3 percent or 4 percent above the lowest rate 
charged in times of easy money Economists arc not unanimous on whether 
changes in interest rates over this range have a significant effect upon borrow 
mg for investment or consumption purposes 

The probable effect of interest rate changes on borrowing by 
consumers house buyers businesses and government units has alreadv been 
discussed m Chapter 18 Reviewing briefly we can note that (1) consumer 
spending on automobiles appliances and the like is virtually unaffected by 
changes in interest rates (2) house buyers seem likely to be influenced by 
changes in interest rates (3) short term investment decisions are likely to be 
little affected by interest rate changes since interest is a small fraction of 
the cost of such investment and since the immediate market (apparently a 
good market in time of mflationaiy boom) is the prime determinant of 
whether to invest (4) long term investment decisions are most likely to be 
sgnificantly influenced by interest rate changes although this influence is 
mitigated to the extent that investment is financed internally from depreaa 
tion and retained earnings {which account for financing of roughly half of 
corporate investment) and (5) it is presently unclear whether municipal 
governments are really prevented from borrowing by their statutory bond 
interest rate ceilings or whether they finance cap lal improvements through 
short term notes renew rd repeatedly until interest rates fall sufficiently for 
bonds to be issued 

The question is thus left unanswered No one knows for sure 
whether interest rate changes over the relevant range have a s gmficant 
effrej ii/vfto Aixd -YVwJLiicp JWeuwne fe .WtowaJ AtMvAvy av 

of little help In fact history shows that times of high interest rates have 
frequently been times of inflationaty boom and that times of lowest interest 
rates have been times of depression but we certainly do not believe that 
high interest rates cause inflation or that low interest rates cause depression 
any more than we believe that storm windows and snow tires cause winter 
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Limiting Credit 

As noted earlier, it was once widely held that there was some direct 
link between the amount of monc)—currency and checking accounts—in 
existence and the amount of product the four sectors try to take By the 
time economists had become generally disenchanted with this viesv another 
\iesv—that monetary policy influenced spending deasions indirecth sia 
the interest rate—had pretty much taken its place 

Skepticism concerning the interest rate siesv has been answered by 
still another explanation of the efiectiveness of monetary policy—one link 
mg the analysis of inflation as resulting from excessive creation of financial 
instruments with the special characteristics of commercial banks 

Recall the fundamental differences between commeraal banks and 
other finanaal intermedianes For intermedianes other than commercial 
banks to lend there must first be a depositor since borrowers want money 
and not the accounts that nonbank intermediaries can issue such as savings 
accounts and pension nghu Similarly anyone who wishes to issue a finanaal 
instrument directly to the people, without intermediation must find a willing 
buyer who will give up money for the instrument By contrast when com 
meraal banks lend, no one must first signify h>$ willingness to hold a new 
instrument If inflation results from an overcreation of finanaal instruments 
relative to the people's willingness to save, goes the argument only com 
meraal banks can account for inflation, because only they can create ac 
counts—money—without a prior deasion on the part of the people to save 
Contractions! monetary policy limits the amount of checking ac 
counts commeraal banks can create, and hence limits the amount of promises 
they can hold as assets If this means that their ability to make loans is 
limited, then it follows (say the adherents of this view) that monetary 
policy can limit the rate of creation of new finanaal instruments If only 
commeraal bank lending can be excessive,” and if you shut off com 
meraal bank lending then you can thereby stop 'excessive lending ” 

This view of the effectiveness of monetary policy is based on the 
underlying theory that only commeraal banks can be the source of ‘ex 
cessive lending” As you saw in the previous chapter, this view has its 
critics It assumes that money creation and lending by banks are the same, 
but banks can make new loans without issuing additional money (when they 
sell old bonds and makr rew therebf changing the composition oS their 

assets), or can issue new money without making new loans (when they 
acquire and ' monetize" existing promises) Moreover, it assumes an unreal 
step by step operation of the economy ‘Excessive” lending could occur 
with no action by commeraal banks simply if enough people and businesses 
holding money as assets could be convinced to hold some other finanaal 
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instrument p^o^^dl^g the moner to potential spenders. The idea that there 
must be cammeraal banfc actioo for there to be ‘cxcessnc' lending is un- 
connnanc 

Summar\ of J iti-s on IntunPatioK MDr^r^er^ PoJir) 

In order to understand and be prepared to evaluate anti inflation 
policies ot central banks vou must osercomc the confusing mfuence of 
the long standing tnisnomer monetaiv pohev' \ more accurate and 

descnpaie expression would be credit policr* for the objectiic of snts 
irSanon raonetarr policv is to rtstnet spending hr restnetmg crearioa of 
nerr finanaal instnimcnts. Changes in the sixe of the monei suppir are a 
bt product rather than an immediate objectite of central bant credit re¬ 
striction policv 

Since m the last analvtis demand mflaoon is thought to be the result 
of attempts to bur more product than can currentlv be created antiinfiation 
policv must restrict someone s butnng Aniunflation moietarv policv is based 
on the impliai judgment that the first pnonty to product belongs to the 
cash buter the household or bus ness firm that can make its purchases out 
of current income or sanngs. Presutnablv, the next pnontv bclonp to those 
borroirers who present the best credentials to finanaal institutions Those 
penalieed’ by monetan politr are those with the worst credit ratings, 
th« stand last in line for product when there is excess demand 

The two major theoretical approaches to central banh policv the 
excessive lending” Mew and the interest rate \iew, can easvlv be seen as 
two i-ananons on the credit limitation theme. The first holds that credit 
is limited through dcasions made bv the lender because commercial hanks’ 
resenes are smaller Act make fewer new loans. The interest rate doctrine 
holds that credit is limited through deasions made by the poternaj borroivcr 
because interest rates arc higher he dcades not to issue that new finanaal 
instrument after all 

Evaluation of JnSunflation Monrtary i’n/jn 

Few people belicie that monetaiy policy is of much help in fighting 
a recession or depression, inan\ moir bclieie howeier that roonetarj policy 
das some a’cgrec oi'eifectii encss against indation ITie reason is that the mone¬ 
tary tools of e.\pansion that might be arplored to fight a decline in the level of 

economic actiiitj- are peimissiie in nature, what the Federal Reserve does 
can allow but not force an increase in lending and money creation On the 
other hand, the monetary tools of restraint tiiat are emploj ed in fighnn" in- 
fianon are restneme m nature, Acre is no doubt at all that the Federal 
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Reserve can limit expansion of the money supply and the volume of bank 
assets 

The only doubt concerns whether limiting the money supply and 
commeraal banks assets actually limits credit and thereb) spending 

Financial policy is attractive to many people because it falls in the 
category of broad general impersonal controls of the economy The Federal 
Reserve does not say that this firm or that individual or even any particular 
industry is to be denied credit It simply savs that credit is to be limited, and 
allows the ‘impersonal forces’ of the finanaal market to determine on 
w hom the penalty falls This is not to say that the effects of monetary policy 
might not be felt by particular groups As has been noted, changes in interest 
rates or in the availability of credit probably do not affect all kinds of 
borrowers to the same degree 

In fact. It IS as hard to get unanimous consensus on antiinflationary 
finanaal policy as it is on any other type of restnetive policy It is easy 
to predict which voices will be raised in complaint when money gets 
tight"—those representing or purporting to represent small businessmen 
and farmers There have been times, furthermore, when householders and 
house buyers have begun to feel the pressures of "tight money”, and have, 
to defend themselves, successfully demanded expansional poliaes on the 
part of Congress, with respect to FHA and G! housing loans 

No group. It appears, willingly accepts restraint on its activities 
Monetary policy—if successful—has the advantage that most of its effects 
are not obvious In fact as you have seen, the effects are so well concealed 
that It IS unresolved whether there arc any significant effects at all * 

If broad, general, impersonal controls are to be used, there are some 
political advantages in employing finanaal policy rather than fiscal policy 
As will be seen shortly, antiinffation fiscal policy involves government budget 
surpluses ^Vhlle people often express a willingness to reduce the public 
debt (as government surpluses would do), the only way this could be done 
would be to increase taxes or to cut back on the services provided by gov¬ 
ernment—and neither choice has shown much political appeal 

Moreover, monetary policy deasions can ordinanly be made with 
greater dispatch—sometimes months sooner—than can fiscal policy deasions 
by Congress, whenever the appropnate fiscal policy would require congres 
sional action 

TbA ieCft-iwTft mt: inaic ty iftie Boari 

of Governors of the Federal Reserve—a nonelected, almost autonomous 
group—provides another "advantage” for finanaal policy over fiscal policy 

*If ihere might be no real tffecw. why ibould farmers, small businessmen, 
bouse buyers etc., coraplam’ Because they are not happy to pay higher interest 
rales regardless of whether the higher rates prereot them from borrowing and 
spending 
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period—EWorld War II—with considerably more flexibility and power It 
had a sizable portfolio of government promises which it could sell on the 
open market it had the power to change reserve requirements and it 
had selective credit control over stock speculation But from March 1942 
until March 1931 the Federal Reserve abandoned use of these tools in any 
conventional anti inflation policy Instead its powers were used to keep 
the market prices of government promises high and the interest rates low— 
a task easily accomplished throu^ open market operations The Federal 
Reserve simply offered to buy any and all government promises presented to 
It at preset pegged pnees 

This policy cspeaally as it was earned forward into the postsvar 
years has been subjected to considerable cnticism Its objectives were simple 
such a large public debt was a new expcnence and it w as thought that if 
market values of government bonds began to fall slightly holders of them 
would try to dispose of them quickly thus possibly precipitating a collapse m 
the market values of government bonds such as had indeed taken place 
shortly after World War I It was thought that such a collapse would be 
embarrassing to the government of the United States and unfair to those 
who had bought the secunties dunng wartime when interest rates were low 
on the faith that their values would not fall 

Dunng World War II approximately half of government expendi 
tures were financed by selling promises (the reasons will be discussed later 
m the chapter) To the inflationary pressure resulting from such a massive 
creation of new savings was added the fact that commeraal banks were 
developing large excess resenes and could lend virtually at will Banks 
purchased billions of dollars worth of government bonds knowing that 
the Federal Reserves pegging policy assured a guaranteed market should 
they ever need resenes The nation was forced to rely not on fiscal or 
monetary policy but on direct controls to govern the price level 

Some of these direct controls were administered by the Federal 
Reserve itself as will be discussed below 

After World War il ended most of the direct controls were 
abolished Yet the Federal Reserve continued its pegging policy It was 
increasingly clear that the Federal Reserve did so over its own protests at 
the insistence of the Treasury Department 

With the outbreak of the Korean conflict m 1950 strong inflationary 
pressures again became apparent—at first becauvi of attempts, at by 

individuals and business then later because of a large and rapid rearmament 
program The American public and the world were soon treated to the 
spectacle of another kind of hosulities—the war of nerves and words be 
tween the Treasury Department and the Federal Reserve The Federal 
Resene haltingly began action to increase interest rates The Treasury 
announced refunding operations based on fixed low interest rates 
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When the smoke had cleared, the Federal Reserve had won an al¬ 
most complete victory in the embarrassing battle In an agreement which 
has come to be known as the Accord of 1951, the Federal Reserve became 
free to follow a monetary policy of its own dioosjng, subject only to a re¬ 
quirement that It act to prevent “disorder” «n the government securities 
market Since 1951 the Treasury and the Federal Reserve have worked 
quite closely together No open conflict has appeared between the economic 
policies of the administration and of the Federal Reserve 

Until 1951 the Federal Resenebadhad inadequate powers, operated 
in depression, and been saddled with a paging policy It had never, its sup¬ 
porters claimed, had an opportunity to demonstrate its anti inflation powers 
The Accord was hailed as a prelude to a “rebirth of monetary policy " 

This policy was put to its most severe test in the inflation of 1955- 
195? The year 1955 sfili stands as the all time high for Federal Reserve 
sales of government bonds on the open market, and interest rates were 
raised to the highest levels in a quarter century In the face of an increase 
in product of almost 25 percent, the money supply was held constant for 
three years Inflation was not arrested, however. In fact, prices continued to 
rise slightly even during the 1957—1958 recession, the most severe since the 
thirties 

The results of the 1955-1957 attempt to curb inflation through 
vigorous contractional monetary policy are interpreted in different ways 
by different observers Defenders of the Federal Reserve and of monetary 
policy say that inflation would have been worse without antiinflation mone 
tary policy, and that the Federal Reserve erred only in not going far enough 
(It IS likely, however, that it went as far as it could, without creating an 
evtremely vocal reaction ) 

Critics argued either that the episode showed the fundamental in 
ability of the Federal Reserve to influence the price level or that the Federal 
Reserve was found to fail, because of its exercise of policy appropriate only 
to demand inflation when the price level increases (the critics said) had 
other explanations 


III ANTIINFLATION FISCAL POLICY 

Fiscal policy, like monetary poliiy, appeals to those who prefer a 
broad, general, and impersonal type of economic control—those who for 
ideological rather than technical economic reasons would limit the role 
of central authorities in determining by design how scarce economic re¬ 
sources are to be used 

Fiscal policy and monetary pobey are alike in another respect the} 
share the objective of fighting inflation by bnnging the volume of newly 
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Hqk to Achieve Budget Surplus 

The probJffn then ts to reduce government expenditures for product 
taken collective!) and for transfer pa)ments and/or to increase tax receipts 
Some antnnflationary bias is inherent in the federal government s 
tax and transfer sjstem Income taxes are established on a graduated pro 
gressive basis under which tax rotes increase as income increases That is 
as income rises in dollars and cents tax receipts in dollars and cents rise more 
than proportionate!) As a consequence dierc is a tendency for the federal 
goiernment to achieve a budget surplus whenever there are inflatonar) 
pressures Further automatic transfer pa)fnentsordinaril) decline during an 
inflationar) boom Unemplojment compensation and public assistance 
( relief ) tend to decline as income r ses 

In short the same built tn siobiltters that were described in Chapter 
16 as automatically limiting a decline in the level of economic activity also 
work automatical!) to control the level of prices It might be noted that 
here « another instance m which antiinflation policy works without the need 
for establish ng consensus—and perhaps only because there is no need for 
consensus (Moreover the income tax s)stem acts as a built m stabiliser 
somewhat by accident Progression in the income tax sjstem was first estab 
lished for reasons having to do with an equitable distribution of tax 
burden not for reasons having to do with stabilisation objectives.) 

It IS fortunate that there is a high degree of built in resistance to 
inflation because to accomplish the same reduction in transfer pajitients 
and increase in taxes through discretionary policy would be extremely dif 
ficult And there is d fficulty whenever the built in stabilisers prove in 
adequate to control the rate of price level increase It is necessary under such 
circumstances to reduce government pa)ments sund/or to increase govern 
roent tax recc pts through open government action 

At one time the agreed upon approad) was to use public works 
projects to fight depression and then to cut back on government construe 
tion projects m inflationary periods One of the two major crit asms of 
this approach has been that construction activity should take place only 
when and if the projects are needed not necessarily m accord with the 
business c)cle In that way we do not bu Id sdtools courthouses and high 
wa)S that are not needed on the one hand nor do we go without these 
fac lities when they are needed on lie odier This theoretical object on is 
supplemented by a practical one it just takes so long to b^in construction 
projects that public works may make no contnbution to stability at all A 
)ear is probably a good average for the amount of time it takes between 
init a! considerat on of a public works project or cutback and its actual 
implementat on in the field 

More flexibility is provided when Congress can be bypassed When 
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projects are already authonacd (such as in military hardisare or highwaj-s) 
the executive branch can often order a speed up or slowdown without fur 
ther Congressional action 

Economists today emphasize tax and transfer changes both because 
of the theoretical reasons mentioned above and because of the greater 
fiexibilits these changes could bnng A tax rate change could be implemented 
the da\ after it vras approved bj Congress through increases m withhold 
ing taxes 

Critics have pointed out that even this approach would take a long 
time Congress onal consideration of tax rate changes is never a hurry up 
affair and any consideration of tax rate changes inevitably bnngs wnth it 
immense pressures on congressmen for preferential treatment for particular 
groups In the 19 d7-19d 8 recession proposals were made for reducing 
personal income tax rates across the board bv giving rel ef to busi 
nesses and in other wavs Tax rates were not cut Obviously the wav a rate 
change is made makes an immense difference to different group* the same 
would be true perhaps to a greater degree in an inflationary penod when 
the method of raising tax rates raises the question of who is to be penalized 
by antiinflation fiscal policy 

There are frequent proposals that the executive branch be given 
some discretionary power over tax rates or that tax rates change auto- 
matically as certain statistical measures of economic activity (such as num 
bcr of unemployed the consumer price index and so on) show the need The 
United Kingdom is evpenmenQng with such a program today But it seems 
unlikely that the Amencan Congress will m the foreseeable future give up 
Its important constitutional power to determine tax rates 

JVho Is To Be Penalized^ 

The question of how a surplus should be achieved inevitably raises 
another problem who is to be penalized by antimflation policy An effective 
program for combating demand inflation requires that someone who other 
wise would have been able to take some product must be depnved of that 
ability Deading how a surplus is to be achieved involves more than the 
questions of flexibility and tuning discussed above it also involves choosing 
the victims 

Penalties fall in a number of wavs and it is difficult if not impossible 
to trace them out (and this is the beauty m the eyes of some of impersonal 
general controls such as fiscal poli^) If taxes are to be increased those 
paving the higher taxes of course must generally forgo some product But the 
reduction in spending ( recalling the * mulbplier effect) docs not end with 
those who pay higher taxes Those from whom they would have purchased 
the product forgone also have less money to spend and these m turn by 
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This last section vnll examine eadi of these possible eases in turn, 
and at the same time identify the major types of direct controls that have 
been emplojed in the United States and those that have been most often 
proposed 


U'arttme Controls 

As has been noted dunng World War II the conventional anti 
inflationarj techniques of fiscal and monetary policy were abandoned even 
though the inflationarv pressures of that time w ere par excellence of the 
demand type It was deeded to control the pnee level through the use of 
direct controls the most important of which were price ceilings (through 
the Office of Price Administration) and wage ceilings (through the Wage 
Stabilization Board) 

The imposition of price and wage controls left another problem In 
peacetime in the absence of controls an unplanned economy allocates re 
sources bv means of the pnee system Other things being equal, labor and 
ow nership «en ices go to the production groups that can pay mo«t for them, 
and the groups that can pay the most turn out to be those who sell products 
the people are willing to pay the most for Products are sold to the people 
who are wnlhng to pay the most for them The price system is what m the 
absence of controls, 'rations’ services and products The imposition of w age 
and price controls required that some other means be devised for allocating 
resources One solution was coupon point rationing of goods in especially 
scarce supply Households could only buy as much shoes sugar, butter meat 
and gasoline as they were permitted to by the government, ration stamps 
or tokens were surrendered along with money when these scarce products 
were taken 

A lot of people irrationally blamed rationing for shortages TTie 
shortages existed because the products were in scarce supply because the 
ingredients were needed for the war effort and/or because the war itself 
had cut off sources of supply Other people with little more sense thought 
that rationing w as imposed to keep the people from using up strategic 
matenals via consumption goods It was widely believed that without ra 
tioning the people would be using gasoline or rubber needed for the war 
effort The fact was that even without rationing consumers vvouid have got 
no more of these goods Direct controls also determined which firms and 
mdustnes could get ingredients and manpower and what they could be 
used for Rationing was employed only to make what was thought to be a 
fair distribution of what little consumer product was available 

Dunng World War II, and also to a more limited extent dunng 
the Korean conflict selective credit controls were administered by the 
Federal Reserve Board Recognizing that interest rates have little effect 
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upon consumer buying and that even if th^ did the low interest rate policy 
of the Federal Reserve would encourage rather than discourage buying on 
time Congress authonaed the Federal Reserve to administer controls that 
could set a minimum down payment and a maximum maturity on automo 
bile appliance and home purchases 

Cost Inflation 

Cost inflation which has also been called administered price inflation 
wage push inflation and sellers inflaton is a controversial topic among 
economists Some deny its existence Those nho agree on its existence often 
differ on Its explanation As a consequence their policy proposals differ 

The frequent recommendation that cost inflation be combated with 
some type of direct control is based on the following kind of reasoning Some 
firms have a considerable degree of monopoly power and can raise prices 
without losing sales to a significant degree They refrain from charging 
what the tralfic will bear not because they fear a declining market but 
only because they fear public op nion and possible antitrust action or new 
legislation These firms must bargain with strong unions When the unions 
demand wage increases m excess of increases in productivity in their indus 
tnes pnees of the products sold by such firms must rise Some go further and 
claim that monopolistic firms seize upon the opportunity presented by such 
wage demands to increase pnees even more expecting the public and the 
government to blame the unions rather than the firms 

This reasoning leads to recommendations of wage and/or price 
controls But advocates of such controls must face squarely the question of 
what critena to use in controlling wages and pnees 

Do you simply freeze all pnees at their present levels^ Ban all pnee 
increases’ No respectable economist would endorse such a proposal Some 
pnee increases are normal and healthy in any economy just as some pnee 
reductions are An attempt to freeze all pnees at present levels would have 
senous and harmful consequences 

Some commentators have proposed that wage increases (and pre 
sumably increases m pay for ownership services too) be limited in percentage 
terms to the increase m productivity for the industry involved If productiv 
ity had increased 1percent m the steel industry steelworkers and owners 
’KQJiJji he, aJJ/isced. a. wmsease. V. VaA t/Ul vi. 

creased at all in the barbershop industry there would be no pay increase 
for barbers 

On close examinanon this proposal turns out to be the same as the 
first one It would prevent the ordinary relative pnee changes that in an 
unplanned economy guide the use of resources Moreover it would mean 
that only those employed m industnes with technological improvements 
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(for example agnculture manufactunng) -nouH ever get pay increases, 
and that those employed in industnes without significant technological 
change (all those industries where mass production is inapplicable such as 
personal sertices education repair sei\ice and the like) would be con 
demned to fixed wages 

A more sophisticated proposal is that tsage increases (and again, 
presumablv increases in pay for ownership sertices too) be limited in per 
centage terms to the annual axerage increase in productiMty for ifte tconomi 
os a uho!t Thus if productiMty had increased during the year 2 percent 
for the entire economy barbers could get a 2 ptrctnt increase in their pay 
and the price of haircuts xxould nsc since productivity had remained level 
in this industry and electrical workers would gel a 2 percent increase in 
pav even if productivity in their industry had increased 4 percent and the 
pnee of electrical products would decline The price Inti would not change, 
even though the pnee slrutturt vTOuld change * 

This more sophisticated proposal has its defects too It would allow 
wages to increase at the seme rate throughout the economy It rests on the 
implicit assumption that the extstmg pattern of w age rates is necessanly a 
good one If everyone got a 2 percent pay increase the pattern of wages and 
ownership pay would not change Not everyone wnll agree however that 
the existing pattern <s a good one Some believe that there are underpnvi 
Itged groups such as hosp tal workers migrant farm workers and others, 
some believe too that there are overpnvileged ’ groups whose recent gams 
make further increases unnecessary 

The point is not that the existing pattern of pay is bad The point 
IS that you cannot formulate any rule for deciding on w age increases with 
out considering whether the effect on the distribution of income will be m 
your judgement good or bad Those who favor direct controls in order to 
prevent price level increases do riot ordinarily think of their proposals as 
calling upon the government to dcade what is the best distribution of 
product among the people but that is prcawly what pnee and wage con 
trols would do The government can attempt to shut its eyes to the question 
of equity by imposing upon itself narrowly technical criteria for administer 
mg controls But ignonng the income distnbution consequences of direct 
controls does rot mean that there would be no such consequences 

These same problems which create what is probably an insurroount 
able hurdle for direct controls also plague to a lesser extent informal actions 
by government dealing wnth wage and price deas ons 

♦In the early 1S60» this proposal wa» adopted by the federal governmect 
as part of its approach to umou iDaDasement negouations A wage increase was 
described as nomnflationary if it were equal to or less than tbe average annual 
increase in productivity for the ccoDomy as a whole Of course this rule was 
advisory only and could not be enforc^ for there were no direct wage and 
price controls. 
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Sectoral Inflation 

Secfora) or "demand shift” inflation exists, it will be recalled, when 
prices rise in one sector of the cainomy because the people are trying to 
buy more product there but do not fall m other sectors despite the fact 
that the people are trying to buy less there 

The possibility arises that direct controls could be used to limit the 
pnee increase in those sectors where there is 'excess demand ” 

There are difficulties with the use of direct controls for such pur 
poses The most important one is this In an unplanned economy, when 
people want to buy more of one product and less of another it is quite 
appropriate that the price of the product wanted should rise It is this 
increase in price that attracts services into the industry to produce more of 
that product Similarly the reduction m pnee in the other industry should 
encourage services to leave that industry 

Thus limiting the price increase m the sectors where demand is 
"excessive” would mdirectl) prevent the economy from pioviding more of 
some product that buyers have shoxvn they want more of The economy 
would work just that less efficiently and effectively 

The difficulty in sectoral inflation does not he with the industry 
where buyers are trying to buy too much It lies in the other industries, 
where prices should have fallen, but have not, when buyers decided they 
wanted less No one has yet proposed a direct control that would force some 
firms to reduce prices from existing levels nor would such a proposal be 
likely to gain wide attention, much less acceptance Yet that would be what 
would be necessary to prevent sectoral inflation 

Demand Inflation and Direct Credit Controls 

There are those who would recommend direct controls even in a 
period of demand inflation The controls most commonly called for are 
selective credit controls, which would allow the Federal Reserve to limit 
credit for particular industnes or products, and to impose once again, the 
down payment and maturity nunima on consumer and home loans 
The arguments presented most commonly are 

1 Monetaiy policy as It exists today IS ineffective It does not limit 

credit, or it does so only to a sli^t degree The way to be sure that credit 
IS limited IS to command banks not to make more than a certain amount of 
loans—or, even better, to tell them what they can make loans for and what 
they cannot 

2 Monetaiy policy as It exists today IS discriminatory It does not 
affect consumer bujing at all It hurts farmers and small businessmen If 
discrimination is inevitable whenever credit is restricted, why not discnmi- 
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rate intent onall), in a dc'^ired direction’ At least consumer bujing should 
be cut doisn in proportion vith other bupng 

The^e two statements (which inadenta!]}' contradict one another) 
are ba'^ed on assumptions that ha\e )et to be proven—or di«provcn In the 
absence of proof in one direction or the other, it seems clear that at least for 
the time being Americans will lean m the direction that their ideology and 
politico tuggest—and that is not in the direction of direct controls 

Other Uses of Direct Controls 

Direct controls, especially selective credit controls are frequently 
proposed and sometimes used for purposes other than combating inflation 
Movt often these uses and proposed uses involve espeaally attracDve rates 
on loans for desired purposes when it is believed that w^thout this type of 
government intervention the desired goal would not be accomplished 

For instance, attractive interest rates are offered to firms willing to 
enter depressed areas, in rural eJectnfication (through REA), to indind 
uals wishing to buj or build houses (through FHA or GI finanang), to 
those wanting to finance a college education (through a number of state 
plans or for preparation for certain vocations through the National De 
fense Education program), and to small businesses qualifpng under Small 
Business Administration loan requirements 

Other Jl'ays to Fight Infiotion 

Because there are resistances to antnnfiation policy, and especially 
because it is widely agreed that recent pnee level increases have nondemand 
origins (ruling out conventional antimllation policy), there is much dis 
eussion today about finding new ways of controlling the price level 

Price level stability cannot be considered in a vacuum Proposals to 
deal with price level increases in particular ways must take account of the 
effects of the proposed policies on the level of economic activ ity, and on the 
rate of growth of the American economy In the next chapter you will see 
that there is wide divergence of opinion on the extent of compatibility of 
the three goals of rapid growth high employment and price stability 

One way government has already begun to deal with the price level 
ts through becoming an interested party,’ in an informal way, in w age 
and price decisions One set of proposals w ould formalize the gov ernment’s 
Acvxdvf.wf.of }T7!hs>i.'t gsfng 3S Jar ss estabii^'tg .iieeeS esntrsit iy -creabag 
government factfinding boards with subpoena power and considerable 
publiaty to focus a 'potlight of public scrutiny on potential ‘ wrongdoers ” 
Both cost inflation and sectoral inflation arise because of concentra 
tions of economic pow er in large umons and m monopolistic firms Hence 
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another proposed way of dealing with nondemand inflation is to weaken or 
break up either or both the large firms and strong unions Another possible 
way of providing such monopolists with greater price competition would be 
to expand trading relations with other countries 

Finally it is often suj^ested that one way to prevent inflation is to 
have the economy grow faster If rates of pay tend to rise faster than 
productivity do not try to slow down the pay increases Increase the rate 
of technological change instead If the people arc trying to buy more than 
the economy can produce do not cut down on the amount they try to buy 
Increase the amount the economy can produce instead More light will be 
shed on these appealing sounding proposals in the next chapter where the 
subject of economic growth is taken up 

Cottcluston 

If the reader is left with the impression that our tools for combating 
inflation are not sharp ones he would be correct Monetary policy has not 
yet proven itself, nor has it successfully defended itself against charges of 
bad timing discrimination, and outnght mistakes in judgement Fiscal 
policy is agreed to be effective in theory, but the political problems involved 
in raising taxes or in cutting back on government expenditures, and the 
practical problem of delay in administration have hobbled this potentially 
highly effective instrument Direct controls highly effective in wartime, cut 
against the grain of American ideology, seem unlikely to be enacted into 
law, and further seem unlikely to be enforceable even if enacted 

Yet these tools are not entirely deficient Many do not agree that 
monetary policy is wholly ineffective American experience with antimfla 
tion monetary policy is not great, and as that expenence mounts the money 
managers are certain to become more skilled in the art Built in stabilizers 
in the federal budget arc highly effective and responsive, the executive 
power to speed up or slow down already authorized projects makes discrc 
tionary fiscal policy not alti^ethcr inflexible And it seems highly likely that 
a serious inflation, whether brought on by a military crisis or not, would 
weaken political opposition to tax rate increases or direct controls Democ¬ 
racy frequently works slowly, but it usually does work 
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ECONOMIC GROJFTH: 
THE AGGREGATE VIEW 


Problems of economic stabilisation base been so prominent m the minds of 
economists and of the public at large for the past three decades that a be¬ 
ginning economics «tudent ju«t completing a course in macroeconomics, 
might be excused if he thought macroecononuo and «tab Iization economics 
were one and the same thing The chapters preceding this one have intro¬ 
duced pou to manr of the issues and mudi of the analjsis concerned with 
the two problems that are enphasiaed abose all others when macroeconomic 
policy IS di8cus«fd maintenance of full empl^ment and a stable price les'cL 

Further if might be said that Ac stabilitaBon objecoie u Ac 
faAer of modem macroeconomics Mo^t macroeconomic Amting today 
IS earned on in a framework of and employs ker relanonAips onginally 
developed or erophasircd in Keynesian 'tabiliaation economics. 

But stabil ration economics is Today only part of Ae whole field of 
macroeconomics whiA deals wiA levels attained by suA aggregates as total 
ciDplorment and unemployment inivstment and sanngs, Ae pnee level and 
total mconie and product These a^regates arc on Ae whole as important 
to Ae study of economic grmrth as Aey are to Ae analysis of instabJitr In 
this Aapter you will resaew some of Ae applications of macroeconomic 
Ainiang to Ae broad question of rconoznjc grosrA 

T’/re- Major Quejtions 

Before Ae demands for accelerated growA can be examined and 
before Ae growA process itself can be analyzed Ac need to define grow-A ’ 
poses a fanuliat question As far hacL as Chapter 2 you saw Aat m macro¬ 
economics Ae pnnapal members of Ac cast of Aaracters are sihat econo- 

iti 
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mists call ao^egatcs income emplojrment sasTng capital labor and the 
bke None of these is a homogeneous grouping and certain problems arise 
vchen rou treat them—as you must—as homogeneous Such a problem arose 
in discussing the level of economic actisi^ there is no such thing as a 
change in the level of econom c activity but onlv a joint diange at about 
the same time of such tjumtities as the level of unemployment the size of 
GNP and the average number of hours worked weekly In analyzing the 
level of economic activity this problem was not too serious But it became 
quite troublesome when the subject was the more abstract concept of the 
pnee level In measuring changes m the pnee level vou are forced ro attempt 
to measure the change in size of something that itself changes m form as it 
grows Preaselv the same problem arises when attention turns to economic 
growth 

In exam mng the issue of the pnee level it was necessary to ask 
^\^1T the concern* The same question is appropnate for growth There is 
strong clamoring m some quarters for government action to accelerate the 
rate of development of the American economv There ore equally strong 
voices coming from other quartets that deny the need and/or desirability 
of such actons. 

Probably the most important question to ask is Hou does an econ 
omy grow* Some consider this the most important question faang econo¬ 
mists today Despite major adyances made in the past few years m the 
theory of economic growth this question is still in large part an unresolved 
one There are two mam reasons economists have found it difficult to 
develop a general theory of economic growth 

In the first place growth uni ke recessions inflation and most other 
phenomena studied in economics must be analyzed os a long term phenome¬ 
non The very process of growth or even simply the passage of time is 
likely to alter the basic relationships upon which any economic theory must 
be based These relationships are much more likely to change ov er a twenty 
or thirty year growth period than dunng an eighteen month recession 

And m the second place much of the process of growth is non 
economic. Or putting it another way economic development is only part of 
a broader subject called soaal development. To predict growth it might be 
neces«ary to predict rates of urbanization and suburbanization changes in 
population growth rates willingness of people to accept new ways of doing 
things and cv cn such things as the mtcmational polmcal situahon Growth 
takes place in the m dst of changing religious beliefs family systems and 
med cal progress. Many of the thu^s that must be known to understand 
the process of economic growth he outside the realm of competence of 
economists some of the things that must be known are outside the realm 
of anyone s competence today 

So this chapter will not attempt to present an ambitious theory of 
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growth It Will only point (m section III) to some of the things that must 
happen if grovirth is to take place, noting the problems these processes can 
create 

In Chapters 12 and 18, you saw that there were limits to the apph 
cability of macroeconomic reasoning to the problems of unemplojment and 
inflation Not all problems of instabili^ arise from over or undercreation 
of financial instruments relative to the people’s willingness to acquire them 
at full employment. Some stability problems are "structural ” In this 
chapter you will once again see thJit there arc limits to the applicability of 
macroeconomic analysis This is not to say that there is one kind of growth 
assoaated with intersectoral finanaal relationships and another kind asso 
ciated with structural changes Aggregative relationships are always in¬ 
volved, and there are always structural changes, as an economy grows Thus 
this last chapter goes farther than any other in introducing structural anal¬ 
ysis alongside the macroeconomic reasoning that has been developed through¬ 
out the text To the student who will go on to study problems of structure 
and composition in an introductory course m microeconomic analysis, this 
chapter offers something of a prelude to things to come 

And while there is no such thing as growth m the aggregate sense 
without structural changes, it is possible to distinguish between aggregative 
and structural prtlUms that may hmitr or retard growth 

In the last section this chapter will deal with some of the major 
issues and policy questions that anse when people want to accelerate the 
Amencan growth rate As you will see, many of these issues involve the 
question of the compatibility of rapid growth and stability This is a con¬ 
troversial topic, not in the same sense that aid to education or loyalty oaths 
or farm pnce supports arc controversial topics, but in the sense that there 
IS no uniformity of belief among economists and policy practitioners on such 
issues as whether rapid growth helps maintain stability, or inevitably brings 
with It unemployment or inflation, or whether full employment or unem¬ 
ployment, deflation, inflation or stable pnccs, encourage growth The topic 
of stability and growth, it might also be noted, is one that many economists 
are finding the most exciting and challenging today, so considerable research 
and theoretical inquiry are under way * 

The question of stability and growth is not the only major issue 

* It also deserves note tbal in the area of ihe still open question of the 
relaQosship between stability and growth the lack of agreement among economists 
has attracted the usual nujnber of jutchniro. The student n advised to djsoosuit 
the admonitions of unions that low wages retard growth of manufacturers’ as¬ 
sociations that high wages retard Rrowth, of tariff protected industries that foreign 
competition retards growth of the economic right wing that government spending 
retards growth etc., not because ihese views are necessarily false (there are so 
many of them that some of then) jMSt be true, jf the law of averages bolds), 
but because they reflect the biases of self interested or ideologically committed 
groups that often cannot believe that what might be good for them may not be 
good for the nation as a whole 



ECONOMIC CBOWTK THE ACCRECATE VIEW 377 


ansing out of the advocacy of accelerated grcnvth As with pnee stability, 
you will find that while many people endorse the objective of more rapid 
growth in pnnaple they may be unwilling to accept programs necessary for 
attaining the objective 

Much of what Mill be said in this chapter is equally applicable to 
advanced economies such as in the Xinited States, Germany and Great 
Bntain and to underdeveloped economies such as m Chile Haiti and 
India, but bv and large the discussion is framed speafically in terms of the 
advanced economy not the underdeveloped economy There arc several 
speaal problems assoaated with economic development in the underdcvel 
oped areas and these cannot be treated at this time 


/ IVHAT IS ECONOMIC GROJFTH? 

Economic growth seems to be a simple enough concept total product 
incre«ises But it is not really simple to define or to measure in a completely 
satisfactory way It presents some of the same problems in concept and 
measurement that were presented in an earlier chapter by inflation Infiation, 
you will recall, is defined as an increase in the atcrage pnee level The 
pnees of some products nse, others fall others remain the same but the 
increases in price of some products are so great that they are not fully offset 
by the pnee reductions for others Substitute the world ’quantity” for 
“pnee” in the preceding sentence and )ou will have a fair!) accurate 
desenpnon of growth, which u in a sense also an "average” kind of process 
It IS not necessary for the quantities of all products to increase in order to 
have growth, it is only necessary that the decline in quantity of some 
products be more than offset by increases in quantity of others 

The problem of defining inflation and of measunng it is greatly 
complicated by changes in the composition of total product, and cspeaally 
by the introduction of new products The same is true of the problems of 
defining and measunng economic growth Imagine a small economy that m 
1900 had fifty horses, and now has no horses but has eight tractors, one 
automobile, and one truck. Has the capital of this economy grown’ And, if 
so, at what rate’ 

If your immediate reaction is to ask the pnees of these products, so 
you can determine whether total capital m dollar terms went up or down, 
and by how much, you should think again Economic growth is independent 
of pnees and of pnee levels Even if the fifty horses had preasel) the same 
total dollar value as the modem mechanical equipment, you could not say 
whether growth had taken place, unless you were willing to venture jour 
opinion on whether the buyers were getting more for their mone} today, or 
less Your opinion m that case would amount to the same as a guess as to 
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whether growth had taken p!acc* Without changes m the composition of 
total product, price changes would be much easier to measure Without 
changes in price levels and in the structure of pnces, changes in total product 
would be much easier to measure But these changes occur simultaneously; 
and in fact changes in price structure and composition of total product are 
the very cssense of economic growth 

In the recent political debates about the American growth rate, 
growth was measured simply in terms of percentage increase m GNP Some 
times growth in GNP was measured m “real’ terms (that is. adjusted for 
price level changes), sometimes price level increases were left in, to pad 
the growth rate * When growth is measured in unadjusted terms ("current 
dollars"), the measure is a false one, when GNP growth is measured in 
real terms (‘ constant dollars"), the measure of growth is only crude Despite 
the fact that percentage gam in GNP m constant dollars is the most widely 
used in international comparisons, it has several drawbacks For one thing, 
most countries find some fraction of their growth in total product used to pro 
vide for population increase There are even some countries whose rate of 
growth m GNP is slightly less than their rate of population expansion Econ 
omists have found it useful, then, to adjust GNP figures not only for price 
changes but for population changes The most common measure is per capita 
income in constant dollars, or the total product or income divided by the popu 
lation Over the decade 1950-1959, (he gross national product of the United 
States (in constant dollars) increased at an average annual rate of 3 3 per 
cent Per capita] income, however, increased at the same tune by an average 
annual rate of only 1 6 percent 

Even adjusting for price level and population changes, some prob 
lems of definition remain As will be recalled from Chapter 6, some kinds 
of activity are excluded from measurement in GNP, including all nonfarm 
“do It yourself’ work Should these activities properly be included or ex* 

2 Here IS an even (rtckier example Suppose (hat in 1900 there were fifty 
horses selling at $Z00 each lor a total value of $10 000 Today say that there 
are eight tractors at $2000 each, Sor $1^000, one automobile at $2000, one truck 
at $1000, and one horse at $400 The whole package today is worth $22 000 With 
Out knowing what guesses have been made on price level changes you might 
reason that m todays dollars, a horse is worth $400, so that the whole $22 000 
package is eguivalenc to fifty foor horses You would conclude that growth had 
taken place, equivalent to (our horses or 8 percent You would be wrong A horse 
has quite diBerent economic meanings and quite diSerent values in an economy 
in which there are cars trucks and tractors and in one in vrhich (here are none 
Not only do products change, and new products appear, but because the uses of 
cir.W.vtg- /iWuwy uilwugv; /w v'uuuuv evvo’ ««uvinr itW g dorre iir iVW is ciie 
same as a horse in 196S 

3 One prominent politician even went so far as to brag about the growth 
rate for one year' Clearly growth must be measured over longer periods of time 

to be meaningful to avoid measurtog the business cycle instead of the long term 
rate of expansion of the economy Tits politician chose for his initial year a year 
of recession and for his terminal year a year of recovery Needless to say, the 
resulting growth rale was phrscenena] 
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eluded m measunng growth ^ There are other exclusions that raise questions 
No one measures Insure time as a product yet increased Insure time is one 
of the benefits of improsed technologv and greater output capaatr An 
economy mav base the option of more consumer product or more Insure 
time the former is counted in measuring economic growth the latter not. 

Others would like to exclude from growth measures some product that 
IS included in GNP A measure of growth often referred to is nonmilitary 
per capita income The idea behind this measure is that militarr expenditure 
IS not “really” part of total product in that it docs not satisfr consumer de¬ 
sires nor does it increase output capaan It is onli a burden on the 
economv This concept mixes ethical judgments with techmeal ones Growth 
of the cconomT in terms of output income and emplosment is one matter, 
ho\7 this capaaty is emplorcd is another 

Some push this faulty concept to the absurdity of insisting that the 
entire public sector be excluded in measunng growth One organizaoon 
regards the pm ate sector as the only income creator in the economy the 
public sector, they argue, does not create income but exists only by taxing 
the pm ate sector Hence only the pnsate sector, they assert, should be 
included when growth is measured 

The conclusion, of course, is that the appropnate measure of eco¬ 
nomic growth will saty, depending on why a measure is wanted For some 
purposes, the rate of increase of real GNP will suffice For other purposes, 
real per capita income groicth is the relesant statistic. This data is aiailable 
for many countries, a> is data on rate of growth of the stock of capital 
goods, rate of growth of per capiu disposable income, and several other 
measures, some of which are particularly appropnate to welfare compan 
sons, such as literacy rate, per capita consumption, population density per 
square mile, and the like 


II JVHY THE CONCERN ABOUT GROIVTH? 

In recent years economic growth has become a leading issue m the 
United States Reports from respected groups, such as the Rockefeller 
Brothers Foundation and the President’s Commission on National Goals, 
base expressed dissatisfaction snth the Amencan economy’s current rate of 
expansion The rate of growth has beomie important politically 

TkfiS -iTfix VOTiWTTi v> TTJtst ’rftAy a consequence ok two situations 
confronting the United States The first is that the United States has in the 
last few years been expenenang a growth rate somewhat smaller than has 
been customary m this century The second is that other countries, some of 
them political allies and others pohbcal mals, hase increased their rate of 
growth recently until they far exceed that of the United States If present 
growth rates continue, the GNP of the United States will double every 



380 ECONOMIC PROCESSES-THE LEVEL OF ECONOMIC ACTIVITV 
twenty years (or a little bit longer), while that of the Soviet Union will 
double every decade, according to statistics most economists believe to be 
reliable Not on!} are some Communist countries growing at more rapid 
rates than the United States, Germany and Japan, whose economies are 
based on private ownership, have been growing m the last decade at a rate 
that exceeds ei en that of the USSR The only major developed country 
growing more slowly than the United States is Great Britain 

Those who emphasize the problem of growth argue that our economy 
must continue to grow at a rapid rate in order to pay for the rising costs 
of armaments and other kinds of Cold War weapons, including foreign 
aid and the exploration of outer space, without undue sacrifice in our level 
of living They also note that a more rapid rate of growth in the USSR 
might influence presently uncommitted nations anxious for development to 
copy the Soviet system and to ally themselves with the USSR politically 
Others, of course, want economic growth accelerated for reasons 
having nothing to do with the Cold War Tlicy want the benefits that come 
with development better housing, more and better education, medical prog- 
less, more leisure time, the eradication of poverty. 

But economic growth is not costless A more rapid rate of growth 
may mean serious hardship for some people As a matter of fact, a greater 
total product might be achieved almost overnight simply by increasing the 
regular work week to fifty hours, but the people show little disposition to 
buy growth at this price Rapid economic growth may also be at the expense 
of economic stability 

There are two mam arguments offered a^aintt an accelerated rate of 
growth, by two quite different groups of people 

1 One group regards as “natural” whatever rate of growth results 
from the voluntary employment, spending, saving, and investing decisions 
of the people, without government “tampering ” They do not approve of 
any kind of program to accrlerate growth rates, believing the maintenance 
of a laissez faire economic system to be a more desirable goal than more 
rapid economic expansion They regard the voluntary decisions of scattered 
consumers, workers, and businessmen to be an accurate reflection of the 
people’s views on how fast the economy should grow 

2. The other group believes that the United States has reached 
the status of an “affluent soarty,” and that extra product would be of only 
marginal benefit to the people They identify increased output with the 
pwiVitruCiuiT /crtuAmy cwnsuwinr prwfaxrc smaV as acfftimoJuV taiMns arm’ 
electric swizzle sticks The major spokesman for this group is economist 
John Kenneth Galbraith,* who claims that there is no preexistent demand 

<Se* his bestseller. The Afiaent Stetrl/ (Cambridse Mass Houehton 
Mifflin Company, 1959). 
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for more consumer product and that demand must be created through 
marketing methods 

Galbraith regards other objectises as more important than growth 
Like many others, he regards the composition of total product as more 
important than its size, and would push for more collectively taken product 
such as schools, parks, and hbranes A similar argument (but representing 
a viewpoint not shared by Galbraith) is that the size of the nation’s income 
IS less important than its distribution and that a more equal income distnbu 
tion has a higher pnority than more rapid grosvth 


in SOURCES OF GROIFTH 

Despite the many ways in which growth can be measured for pur 
poses of discussing how it is that economic expansion takes place, only tsvo 
concepts of growth will be used increase m total product in constant 
dollars and increase in product per capita in constant dollars These con 
cepts of growth maj not satisfy those who are more concerned with the 
growth in certain sectors (for example private sector, military, capital 
formation, and the like) than with growth in the aggregate, however, since 
we are concerned here with the aggregate view of economic growth, the 
analysis cannot apply to sectoral changes 

It IS fairly simple to set forth the basic requirements for groivth in 
total product There must be an increase in productive services contributed 

_that IS, an increase in labor services and/or real capital goods,’ and/or 

there must be increases m the productntty of labor and/or capital goods 
“Productivity” refers to the output per unit of service, not the total output 
One measure of productivity, for instance, is output per man hour Another 
IS output per acre Another is output per machine hour 


Increases in the Quantity of Services 

Increases in the quanti^ of services, as noted, take place when the 
people contribute more labor services, and/or when the economy as a whole 
accumulates more real capital goods The accumulation of capital goods, 
referred to most often as “capital formation” or "capital accumulation,” is 

®Note that it does not say “an increase in labor services and/or o^cnerthtp 
lervtetj " Ownership services refer (o the ownership of dnancial instrumenls, ■ e, 
to financial saving m the economy The idea of ovrnership services is a very useful 
ooe when analyzing relationships among the four sectors—the people, busmen gov* 
ernmenc, and the rest of the world These financial relationships are most significant 
for questions of stability Here the concern is with productive resources i e, with 
real capital, real savings, real investments There is a difference between the two 
concepts. Government deficits for instance create financial capital without creating 
real capital Government constructioo of highways dams, etc., can create real capi 
tal without creating financial capital The difference between the ‘real* and 
“fininciar tide of saving, inTtstmeot, and capital is first brought up in Chapter S 
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regarded as a far more important source of growth than increases in the 
quantity of labor services To see why let us revien e^ch of these briefly 

LABOR SERVICES Increases III population it might be thought would 
automatically lead to increases in l^wr senices rendered thus making 
population growth an important contributor to economic development But 
jou will note right away that such increases in total product would not 
result m increased per capita total product Moreover increases in popula 
tion maj or maj not actuallj result in increases in labor services offered 

The total amount of labor services offered is o{ course greatl) in 
fluenced b) the site of a nations population But other factors also have 
great influence on the amount of labor services offered 

1 The proportion of the population m the labor force Two so 
cieties both with populations of 100 million will differ economical!) quite 
markedly if one has 35 percent of lU population in the labor force and 
another has 60 percent of its population in the labor force The proportion 
of the population in the labor force depends on several variables If there 
IS an extremel) long life span as in the United States the larger number 
of older retired persons w lU reduce the proportion, so v\ ffl m emphasis on 
longer jears of education In some underdeveloped Countries, in which 
average life expectanc) is short (in south Asia quite genetally less than fort) 
)ears at birth) the face chat so many children die before they reach the 
ages of ten or twelve increases the proport on of children m the population 
and also reduces the proportion of the population m the labor force In the 
United States roughl) 75 million are considered to be m the labor force, 
in a populaaon of over 190 million The proportion was considerabl) higher 
dunng World War II, when a larger percentage of wonjtn veere emplo) ed 
and fewer young men were in school 

2 The average number of hours worked weekly Clearly the larger 
the average number of hours worked the more labor Services are offered 
by a given labor force One way of increasing total product and total 
product per capita would be to increase the average number of hours 
worked However historical evidence suggests that as economic and soaal 
development occurs m a society the average number of hours worked tends 
to decline® This may not be umtersally true howevef^ m many under 
developed countries the best educated persons are often members of a 
leisure class which traditionallj abhors work and even the very poor often 
wish to work only enough to satis^ subsistence needs Many students of 
economic development believe that the soaal changes accompanying eco¬ 
nomic development will reinforce motives to wiork so that in such soaeties 


®A decline in the numher of hours worked lendi to result in a decline in 
meaiurtd growth of real gross nxt onal product However Some mieht prefer to 
regard increased leisure as part of c^om c growth ai one of ,he benefits obtain 
able from an increased ability to produce neaauiable products 
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both the proportion of the population in the labor force and the average 
number of hours worked weekly may increase as income rises 

Putting the proportion of the population in the labor force together 
with the average number of hours worked weekly by those in the labor 
force, we have a ratio which might be called the per capita contribution of 
labor serttces Growth in total product can take place, to summarize, if 
population and/or per capita contnbution of labor services increases Since 
population growth cannot bring increases in per capita total product and 
since there is no clear evidence that per capita contribution of labor services 
tends to increase in a developing economy (although reductions are partly 
offset b} the increasing proportion of women in the labor force), we cannot 
expect increases in labor services to contribute much to economic growth 

CAPiTAi. ACCUMOLATiO'. Real investment, you will recall is the 
addition to the economy’s stock of productive facilities and inventories 
owned individually or collectively, and is equal to the sum of all past real 
(net) investment 

The expansion of inventories may have some importance for eco¬ 
nomic growth Certainly there must be some increase in inventories as the 
quantity of product created and sold increases But productive facilities, not 
inventories, are of greatest importance m the process of capital accumula 
tion for economic growth 

“Productive faahties” refers to factones, office buildings residences, 
courthouses, and other buildings, to machines, furniture, fixtures, and other 
equipment, and to loctal overhead capital This last category consists of 
facilities whose operation may or may not bring direct revenue sufficient to 
pay for the facilities but which themselves provide the economic and social 
foundation for economically profitable investment Examples of social over 
head capital are highways and other transportation facilities, libraries, 
schools, and other facilities for education and training, police and fire pro¬ 
tection facilities and equipment, dams for flood control 

All types of capital mentioned above are included whenever statis 
ticians estimate the size (or change in size) of a nation’s stock of capital 
goods But there is a growing belief that counting only such tangible capital 
goods may result in ignoring one of a nation’s most important assets 
“human capital ’’ Theodore Schultz and the other economists who advance 
the concept of human capital’ have in mind the use of resources to improve 
the productive capacity of persons. Whether through education or otherwise 
While school construction is now treated as investment, education is re 
garded as a consumption good Ignoring the investment aspect of education 
and training, Schultz holds, can result in an understatement of the econ 

’See Schultz* ipeech at TetinoR pretidem of the American Economic A**o 
ciation ‘ Inveitment in Human Capital, m American Economic Reviev, (March 
19<I), pp 1-17, and bis 'Human Capital A Growing Aiiet.” Saturdav Revievj 

(January 21, 1961) pp 37-39 ' 
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omy’s productive assets, an overstatement of its consumption, and perhaps 
in bad planning 

In practice jt is difficult, perhaps impossible, to separate the consumer 
product in education from the investment product Much that is learned in 
school—including the “three R’s ”—n essential to both enjojment of Ii/e 
and to individual productivity None of the data available on the capital of 
economies include estimates of human capitaL 

The accumulation of real capital requires real saving by the economy 
as a whole—that is, use of currently created product for purposes other than 
consumption This is true of all kinds of real capita]—inientones, produc¬ 
tive facilities social overhead capital, and even human capital Capita! 
accumulation is very significant in economic growth Studies indicate that 
about half of the per capita economic growth in the United States since the 
turn of the century is due to increases in capital (not counting human capi 
tal, which is responsible for a good share of the other half) 

Economists have found it useful to refer to a nation’s capital output 
ratio, which IS the ratio of an economy’s stock of real capital goods to its 
current level of output of product, and u hence a measure of the average 
productivity of capital If a nation had a real capital stock valued at $450 
billion, and if its total product (net national product) were $100 billion, 
the capital output ratio would have a value of 4)4 1 

Capital output ratios will vary from country to country, within a 
range of 3 1 for an extremely efficient economy to 5 1 for an extremely 
inefficient one Because capicat-ourput ratios seem to be fairly stable over 
long periods of time they are useful in making predictions regarding the 
level of economic growth 

For instance, suppose a country invests 10 percent of its total prod 
uct each year in real capital, holding consumption (including military and 
other government consumption expenditures) to 90 percent Suppose that 
this nation has a 4 1 capital output ratio Each year the total capital of this 
nation will increase by an amount equal to 10 percent of total product, 
since on the average $1 of output requires $4 of capital, the new capital will 
result in an increase m total output of one fourth of 10 percent of total 
product, or 2)4 percent This is an averse figure, of course, since not all 
capital goods are the same with respect to productivity But such a nation 
can expect its grow th in total product to hover around the 2)4 percent per 
year mark, other things being equal Assuming that other things do remain 
equal, an economy’s average growth rate should be roughly equal to the 
capitaf output ratio a'lvia'ea’ into tfic percentage ot' totaf product d'evoteef to 
capital formation This reasoning will suggest that a country that wants to 
increase income by 4 percent per year and has a capital output ratio of 
4)4 1, will have to invest 18 percent of its total product in capital forma- 
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These figures should indicate hiiw hard it would be for an economy 
to increase its growth rate by 1 percent With a 4 1 capital output ratio, an 
increase in the growth rate of 1 percent requires an increase of 4 percent 
in the part of total product devoted to investment—quite an increase for 
any economy 

Calculations such as these also help account for some of the pessimism 
regarding the development potential of many underdeveloped countries 
These countries frequently have capital output ratios higher than those of 
advanced countries often over 4 1 and save and invest (m real terms) 
much less than advanced countries frequently less than 10 percent of total 
product Yet many of these countnes prepare development plans calling for 
4 percent or 5 percent rates of annual growth A nation ivith a high capital 
output ratio a low investment ratio and a rate of population growth of 
percent to 3 percent per year is likely to stand still or even retrogress 
in terms of per capita income 

In these underdeveloped countnes attention has focused on raising 
the percentage of income saved and invested (which is difficult to do because 
of the low levels of income m these countnes) or importing capital through 
foreign investment and aid programs* 

The only other alternative for such underdeveloped countries is to 
lower the capital output ratio, which brings us to the next topic 

Increases in the Productivity of Services 

Technological change is almost certainly one of the most important 
phenomena in all of economics, having much to do with the growth in total 
product with changes in the composition of total product, and with major 
economic adjustment problems Yet it remains one of the least understood, 
hard to gel hold of topics studied by economists Technological change re 
suiting in increases in the productivity of services, stands together with 
capital accumulation to constitute the two mam sources of economic growth 
These increases in productivity come about in many ways 

Often Capital formation itself means an increase in productivity 
This IS especially true ashen 'new ways of doing things” involve increased 
efficiency through use of machinery and other capital goods in place of other 
resources The industrial revolution is a case of greatly increased produc¬ 
tivity resulting from mechanization of manufacture Today major gams 

^ It should be noted that all the above calculations employing capita) output 
ratios and investment ratios are based on the assumptions that the capital output 
ratio does not change that the capital output ratio for ntvj capital goods is the 
same as for the existing capital stock and that other important changes m the 
economy do not take place Since these arc not always very realistic assumptions, 
calculations such as these have a wide margin of error They are, nevertheless, a 
useful tool of analysis especially for longterm problems 
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are made in efEaency through use of more capital in agriculture in com 
merce and finance and many other fields than manufactunng 

When ne^^ machines replace old through the process of depreciation 
and the neiv are more effiaent there is an increase in productivit) without 
new capital formation To be more efficient a machine or other capital 
good may produce more units per hour require less labor for supenison 
and operation or less electricity or fuel Or it simply may be more durable 

There are sources of technolc^cal improsement hai mg nothing to do 
Mith machines or other capital Reorganization of a product on group or a 
production process may greatly increase efficiency The discovery or mven 
tion of nesv ingredients such as synthetic fibers can reduce the costs of 
doing the same things 

Obviously improvements in productivity contribute to economic 
growth In the terms used earl er in this diapfer they tend to lower the 
capital-output ratio (and the labor output rate as well) But they make 
their contribution to economic growth in a highly complex way and unless 
due care is taken can create senous problems of adjustment e w-ill have 
to leave to an introductory course in microeconomics the task of analyzing 
the nature of the complexities Here it is only possible to suggest their 
nature 

One important fact is that an improvement in one industry may lead 
to increases in output in that industry—or in one or more other industries 
One major question in m croeconom cs is how an economy decides to take 
the benefits of its improvements in technology Historically the best ex 
ample is agriculture Through the cenrunes major improvements have been 
made m methods of ra s ng animals and food and fiber crops At one time 
virtually everyone had to be a fanner in order to survive today one Amen 
can farmer can feed more than tw enty other persons allowing the rest of the 
labor force to produce other products Increaws in productivity m agncul 
ture ty pically do not lead to very s gnificant increases in the amount of food 
people eat and the amount of clothes they wear they lead instead to greater 
output in industries with little or no icchnolog cal improvement 

The same can happen of course when there are improved methods 
of production in any industry agncultura! or othenvise Thus the proceeds 
of economic growth through technological change requires the continuous 
movement of resources out of some industries into others How this move¬ 
ment takes place cannot be d scussed here It must be noted however that 
this movement of resources even though it accompanies economic growth 
tfiat is tfiougfit to 6e (fesira6/e is accompan ecf 6y other phenomena of 
shorter run significance that are thought to be undes rable high rates of 
bus ness failure high rates of technological unemployment and the exist 
ence of such special problems as the farm problem depressed areas and 
high welfare costs in such cities as New York Chicago and Los Angeles 
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Faster rates of tcdinological change while resulting in more rapid 
rates of growth will tend to aggravate such problems increasing the rates 
of busine«s failure creating more technological unemplovnient and more 
distressed areas 

So rapid economic growth is not costless ^ ou has e seen that it mav 
require the lower leiels ot current consumption that will allow more rapid 
capital formation and that it is quite likelr to bring the difficult hardships 
attendant upon rapid technolt^cal change And there are conceii abh other 
costs so that a number of issues and problems surround the question of 
growth policy 


IF GROn'TH POLICY SOME M 4JOR ISSUES 

Growth policy is not a closed issue even for tho»e who arguing from 
the laisaez faire point of view oppose any government intervention to 
accelerate the Araencan growth rate for even these people can and do argue 
that the nations expansion can be unnaturally low because of unneces 
sary obstacles to growth Both they and at the other extreme those who 
advocate active government programs to raise Amencan growth rates to 
levels approaching those achieved by Germany and the USSR must face 
serious and potentially divisive policy issues 

Because the growth process is imperfectly understood most atlen 
tion must be given to two types of poliaes those intended to remove ap 
parent ebtiaclts to more rapid growth and those intended to deal with 
some of the more burdensome b) products of faster growth Four major 
issues will be examined the aggregate explanation for chronic “slack in 
an economy with the policies implied the issues and polices raised by the 
possibility that lagging growth rates are the result of inadequate investment 
by business, the question of the relaove sire of the pubhc and pnv ate sectors 
of the economy and the opportunities created and problems posed by tech 
nological change 


Chronic ''Slack”—ike Aggregate Etplanalton 

One possible explanation for a lagging growth rate does not distin 
guish between inadequate growth and recession conditions The amount of 
product taken and the amount of product created increase even year but 
jDor by coDi^i to matob j»fjrases jo prsiAtstff.'tj- axJ a? tke aw e-f ike tsSsir 
force There is not only inadequate growth, there is inadequate employ 
ment although unemployment may not nse to rece«sion ’ levels 

^Mit should there be such chrome slack’ m an economy’ One 
possible ansvxer is suggested by the growth and instability theories of Sir 
Rot Harrod and Professor Evsey Dcmar 
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concenfrate on one job creating the require<} amount of ncM productive 
facilities Whenever creatiort of the needed new capital docs not satisfy the 
propensity to save, the government mikes up the difference by having a 
deficit If capital requirements should imply a rate of investment that 
exceeds the amount the people want to save at full employment, the appro¬ 
priate government policy is a surplus 

If there is chronic ‘slack,’ it may be necessary for the government 
to run budget deficits year after year and for the public debt to increase 
indefinitely 

In summary then lagging growth resulting from the chronic failure 
of investment to satisfy the propensity to save may require chrome deficits 
in the federal budget An expansional financial poJicj, involving low interest 
rates may help Hut it has been found that exclusive reliance cannot be 
placed on financial policy for expansional purposes A major problem arises 
because many people who want a more rapid rate of growth to be achieved 
and maintained arc unwilling for reasons discussed in Chapter 16 to ac¬ 
cept a more rapid rate of increase m the public debt 

Inadequate Investment 

In an economy not judged to be plagued by chronic "slack” there 
may still be a problem of inadequate investment The larger the share of 
each year's output devoted to consumption goods both individual and col¬ 
lective, and the smaller the share devoted to increasing the real capital of 
the economy, the lower will be the long term rate of grow th of the economy 
The policy problem posed by "inadequate” investment is not simply how to 
increase the annual rate of real capital formation, it is to increase the rate 
or capital formation and reduce consumption correspondingly. 

If a lagging growth rate is thought to be a consequence of inade¬ 
quate investment it is often projiosed that a high rate of investment be en¬ 
couraged through "easy money,” that is, through interest rates held at low 
levels through monetary policy If such a policy tended to be inflationary 
because it induced an overcreation of financial instruments relative to the 
full employment propensity to save, it would be combined with budget sur¬ 
pluses The combined effect of low interest rates and surplus budgets, goes 
the argument, would be to increase the percentage of total product going 
to investment, and decrease that going to consumption 

Monetary policy, in short, would not be used at all for stabilization 
purposes Its sole objective would be to encourage the maintenance of a 
high growth rate through high levels of capital formation The job of main¬ 
taining stability would be left to fiscal policy. 

Beside the obvious political difficulties involved in raising taxes to 
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used to pay current expenses, is not taxable) is overestimated, profits (which 
are taxable) will be underestimated, and too little tax will be paid 

But if the tax laws require firms to i/ndrrestimate depreciation, the 
firms’ reported profits will be greater, and their taxes will also be greater, 
thus reduang their motives to invest In effect, the firms would be being 
taxed on part of their depreciation as well as on their profits Hence it 
may be necessary, in order to encourage a more rapid rate of growth, to 
change the tax regulations governing depreciation And other changes in 
the tax structure —as distinguished from the level of taxes—may be required 
wherever it is found that tax laws needlessly hinder sound investment 

Removing restraints on investment is not the same as trying to spur 
Investment through low interest rale policies or similar programs Policies 
that aim at encouraging investment must conoimitantly contain methods to 
Cut dow n on the amount of product taken by the people But if the people 
take less product businesses may actually not undertake more investment 
because the market for final product may be diminished If some invest 
ment that would have been undertaken to exploit already existing markets 
for final product is discouraged by tax laws or other legal restrictions, re* 
moval of such barriers dees not involve the same dilemma 

Public Sector versus Private Sector 

There may be growth retarding problems relating, as noted, to the 
division of total product between investment and nonmvestment products, 
that IS, to the rate of capital formation Another composition problem relates 
to the division of total product between product taken collectively (that is, 
through government—the "public sector”) and product taken individually 
and by business (the “private sector”) Specifically, the division of total 
product befneen private and public sectors that may be required for ac 
celerated economic growth may not be the division generally acceptable to 
the public 

This difficulty can work m two directions 

First, It IS possible that the public might want too much collectively 
taken product It is possible that public demands for government expendi 
tures for security, recreation, and other welfare objectives may be at the 
expense of capital formation, cutting down on the rate of growth of the 
pnvate sector and of the economy in the abrogate Except m thoroughly 
Socialist states, major reliance for capital formation must be olaced on 
spontaneous and unplanned decisions made by widely dispersed administra 
tors of individual businesses 

The type of economy in which the public is likely to demand too 
much collectively taken product, and a public sector that, is uneconomically 
large, is one in which there » something of an ideological preference for the 
public as opposed to the private sector. This type of preference has often 
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been obsened in many of the underdeveloped nations of Asia and Africa 
In these poor countries the relative size of the puWic sector may be smaller 
than in the United States, but expansion of the public sector is given the 
benefit of the doubt, while expansion of the private sector is often viewed 
with suspicion Moreover, there is a good deal of political pressure m many 
such nations for welfare programs comparable to those found in advanced 
Western economies, despite the fact that at simitar stages of development 
the ^Vestern nations had no such programs 

In the United States, where there is strong resistance to a major 
role for government m the economy and where it is the expansion of the 
private sector that has the benefit of the doubt, it is more likely that the 
public will be unwilling to accept through political decision making processes 
the high levels of collective product faking that may be necessary for ac¬ 
celerating economic growth 

Specifically, the tjpes of products required to increase economic 
growth ma} not be the types that can be purchased individuallj They may 
take the form of teriaf oierhead tapual (see the discussion of capital, 
aliovc), consisting of types of rnmtmenf that do nof bring money promts 
(and hence are not undertaken privately) but that lay the groundwork for 
profitable investment Common examples are transportation and communica¬ 
tions systems netv power sources such as atomic energy, and the one most 
frequently mentioned today, education 

In the United States the problem of gaining public acceptance for 
expansion of social overhead capital has often been approached in ways that 
conceal or disguise the nature of the expansion Sometimes the projects are 
undertaken m the name of national security Federal programs for expan¬ 
sion of higher education facilities, for instance, are provided for by the 
‘ National Defense Education Act,” and a major highway construction 
program will create the "Interstate and Defense Highway System” The 
expansion of the public sector reflected in the highway program is further 
concealed by the way it is financed by a trust fond arrangement that keeps 
tax receipts and expenditures out of the federal administrative budget. 
Students of American history Jtnem that there is nothing new about federal 
encouragement of expansion of social overhead capital in ways not reflected 
m the budget The building of roads, canals, railroads, and state universities 
were all encouraged by federal subsidies taking the form of grants of public 
lands to private interests and to the states 

TechfjoJopual Change 

A major source of growth is technological change which increases 
the output of any given amount of services Government policy may become 
involved in a number of ways in attempts to promote technological change 
First, the government may conduct or sponsor research, as it does to a 
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great extent in defense related electronics fields toda\ Even if the research 
so sponsored is directed toward militarj secunty goals there is a good deal 
of benefit m nonmilitary mdustrj (jet airplanes atomic powered generators 
transistors and laser rajs provide dramatic illustrations) Much nonde 
fense research and cxperimenlatifm accounbng for the major strides m 
American agncultural techoolt^ were conducted directU by or under 
the egis of the U S Department of Agriculture Second government may 
act to break down institutional barners to the application of new technology 
in mdustrj barriers often sjmboUacd by the term featherbedding Third 
gov ernment control and regulation of industrv can be utilized m such a w ay 
as to rationalize and make more efficient the organization of existing in 
dustries m the early 1960s for instance the Comptroller of the Currency 
who supervises federally chartered commercial banks began a vigorous re¬ 
view of banking regulations to determine how the banking svstem might be 
streamlined 

Despite the many ways in which government can conceivably en 
courage or at least avoid discouraging technological change the chief con 
cern of government lies with the relationship between technologj and sta 
bihty As a practical matter the influence that government can have on 
invention experimentation and innovation is limited and is recognized as 
such But government must be concerned nonetheless for m the absence 
of contrarj policies extremelj rapid rates of technological change can create 
problems of unemployment and dislocation but have htlle impact on realized 
growth rates while fairly slow rates of technological change can create 
problems of rising price levels To understand how different rates of techno¬ 
logical change can lead to different stabilitj problems first examine an exag 
gerated example 

Suppose there is an economy in which a third of the people are 
farmers and farm workers a third work m manufacturing (including 
processing) activities and a thud are m education medicine and other 
service industry punuits Then suppose that through a swift senes of in 
ventions and discoveries the number of people needed to produce existing 
quant ties of agncultural and manufactured product is cut m half The 
economj has a choice It can have twice os much food and other agricultural 
product and twice as mudi manufactured product with no change in the 
waj people arc emplojed Or it can havre more service industry products 
requinng people to be moved from one type of emplovmenl to another 

Regardless of which alternative is taken (and it should be obvious 
that there is a large range of dioices between the two extremes) the econ 
omj has a golden opportunitj for growth If people want more food and 
manufactunng product this growth can come with little difficulty But if 
instead thej want more education more banking services more sjanphony 
concerts more medical care and more of other services ’ there wall be 
problems Those employed in agnculture and manufactunng do not become 
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college presidents or English teachers or second violinists or credit examiners 
or surgeons or medical techmaans oveniight. 

Unfortunately, in actual cases of technological change, the public 
seems more frequently to vsant new and changed products rather than more 
of the same thing so that it is often true that the way services are cur 
rentlv emplored ml] not be appropriate to the production of the things 
people want to buy Not only is growth retarded, but hardships result in 
the form of declining incomes technological unemployinent business fail 
ures and the like And the more rapid the rate of technological progress, the 
more people are affected by such hardships One only has to point to the 
rapid technological charge on the farms and the far»n problem, or the 
changes m fuel uses and in coal mining technology, and the depressed coal 
mining industry or the growing popularity of synthetic fibers, and the de 
pressed cotton textile industry to sec some of the costs of rapid economic 
change Today the prospect of automation" threatens lo extend problems 
not onh to production workers bur to the once relatiiejy secure unskilled 
xoJ artoisUUnd r.l/jofal »AnVejs 

From the example it should be clear that the eccmomy does not get 
Its benefits from technological change in the fotm of income growth until 
those made unemployed by such change find new jobs If the people m the 
hvpothetica! economy do not want more food or manufactured product, 
thn snl) get no more of anjthinf until people leave the agnculture and 
manufacturing industries and find productive employment in the services 
industrv So policies to do away with such technological unemployment are 
also policies to expand the rate of growth Two types of policies have been 
proposed 

One IS that defiot budgets by the federal government perhaps to¬ 
gether with expansionary finanaal policies by the Federal Reserve, be used 
to increase the amount of product buyers try to buy, to speed the leabsorp- 
tion of the resources made redundant by tedinological change Certainly 
chronic slack” m the economy would m^e it all the more difficult for 
those who are technologically unemployed to find new jobs, so a policy 
directed at maintaining full employment is important in speeding the re 
adjustment process But some critics argue that to gn beyond ordinary 
antirecession policy may be futile, saying that because of the limited skills 
of the technologically unemployed, and because of other bottlenecks their 
reemployment would come at a slow pace even with buyers very actively 
trying to buy more product, and that sudi expansionary policies could even 
result in inflation similar to the sectoral inflation desenb^d in Chapters 18 
and 19 

The second type of policy proposed is of government programs to 
retrain and relocate the unemployed It is difficult to evaluate such pro¬ 
grams, since the United States has so little expenence with them, although 
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ambitious programs in the European Common Market seem quite successful 
They are opposed by some for ideological reasons because of the degree of 
government intervention in the economy they involve 

A third type of policy would deal with technological unemployment 
but not in ways calculated to accelerate growth by making the need to 
find new jobs less urgent An example is American farm policy which by 
maintaining farm incomes at levels higher than the free market would set 
them make it less necessary for those employed in agriculture to seek other 
jobs as rapidly as they might otherwise Protective tariffs and other de 
Vices to insulate firms and employees from the forces of economic change 
also fall into this category 

Alternatively if the rate of technological change is fairly slow price 
level rather than employment difficulties may ensue This poss bility exists 
because of the relationship of prices rates of pay and productivity If rates 
of pay increase annually at the same pace as productivity increases in the 
economy as a whole the price level need not change The same quantity of 
services accounts for more production providers of these services can be 
paid correspondingly more without the necessrty of lavsng pivcts on the 
average But if providers of services become accustomed (as it seems they 
have in the contemporary United States of America) to regular increases 
m rates of pay an absence of the required increase m productivity would 
imply price level increases Thus in the absence of contrary government 
policy a too slow rate of technological progress may mean cost inflation 

It IS hard to specify what contrary government policy might be 
If It IS difficult to achieve consensus on appropriate policy to avoid inflation 
of the demand type it is even more difficult to gain general acceptance of 
means of controlling cost inflation since the former requires broad general 
restraints such as surplus budget fiscal poliaes and tight monetary policies 
while the latter may require direct government intervention in the priang 
of products or the determination of rates of pay It is a matter of individual 
values whether such intervention or the inflation it is intended to prevent 
is the greater evil 


Counting the Costs 

For those who view them as such the possible costs involved in ac 
celerating economic growth include chronic budget deficits tax structure 
revisions to favor business, government involvement m the retraining and 
relocation of workers, a larger (or in some cases smaller) share of total 

lOThii 19 not nec*99an1y a cril enm of American farm policy Ai a matter of 
fact resourcea continue to leave agneu lure at a very rapid rate and it 19 an 
open question whether nonasricultural indujtry and urban society could absorb 
rural populations at a rate faster iban the present one Chron c slack in em 
ployment oppiKiiin t es in urban areai would make this rural to urban movement 
much more dimcult 
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product taken colJectjvelj in the fonn of social overhead capital, and 
perhaps price level increases and tedinological unemplojment 

These are all postibU costs There is no reason why all of them 
should accompany rapid cconom c growth although it seems almost certain 
that some of them will ^Iorcovcr not evcrjonc would consider each of 
them a cost Economists for instance do not view budget defiats with 
alarm 

It IS an tmposng list nonetheless \VTien all the possible costs are 
counted which do «e choose rapid growth with its attendant problems or 
moderate grow th without ibeni^ 

You would be making a mistake if you believed that all problems 
could be avoided by accept ng a moderate growth rate and abjuring the 
course of accelerated growth AVhilc rapid economic growth is not costless 
neither is a slow rate of grovvth Instability for instance can certainly re 
suit from a rate of growth that is too slow to absorb labor force increases 
and workers d splaced b) technology Tie hardships involved in making 
necessary adjustments attendant upon economic change must be compared 
with the hai^ships—many of them m the future rather than the present— 
that would result from a smaller total prodvet 

These future costs can include the persistence of poverty in our' af 
fluent soaet) the failure to conquer cancer and other presently incurable 
diseases and even the loss of world leadership And they would include 
smaller total product for our grandchildren just as our total product today 
would be less had our grandparents avoided the saenflees entailed in eco> 
nomic growth 

This IS not to suggest that in all cases the deasion will be made in 
favor of more rapid growth The hardshijM may be real and immediate 
and the benefits d slant and tenuous It is only to argue that a full assessment 
of the issue requires that future as well as present costs and burdens be 
taken into account 
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